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UNIT-I 

Introduction 

Business Economics, also called Managerial Economics, is the application of 

economic theory and methodology to business. Business involves decision-making. Decision 

making means the process of selecting one out of two or more alternative courses of action. 

The question of choice arises because the basic resources such as capital, land, labour and 

management are limited and can be employed in alternative uses. 

Managerial economics generally refers to the integration of economic theory 

with business practice. While economics provides the tools which explain various concepts 

such as Demand, Supply, Price, Competition etc. Managerial Economics applies these tools 

to the management of business. In this sense, Managerial Economics is also understood to 

refer to business economics or applied economics. 

 

Economics is the study about making choices in the presence of scarcity. The notions, 

‘Scarcity’ and ‘Choice’ are very important in Economics. If the things were available in 

plenty then there would have been no choice problem, you can have anything you want. The 

point is that problem of choice arises because of scarcity. The study of such choice problem 

at the individual, social, national and international level is what Economics is about. Thus, 

Economics as a social science, studies the human behaviour as relationship between 

numerous wants and scarce means having alternative uses. Economics, as a basic discipline, 

is useful for certain functional areas of business management. 

Managerial economics is an applied microeconomics. It bridges the gap between 

abstract theories of economics in the managerial decision-making. So, managerial economics 

is an application of that part of microeconomics, focusing on those topics of the greatest 

interest and importance to managers. The topics include demand, demand forecasting, 

production, cost, cost function, pricing, market structure and government regulation. A strong 

grasp of the principles that govern the economic behaviour of firms and individuals is an 

important managerial talent. 

In general, managerial economics can be used by the goal-oriented manager in two 

ways. First, given an existing economic environment, the principles of managerial economics 

provide a framework for evaluating whether resources are allocated being efficient within a 

firm. 

Meaning and Definition of Managerial Economics 

 Managerial Economics is the application of economic theory and methodology to 

decision-making processes within the enterprise.  

 Hailstones and Rothwell defined managerial Economics as “Managerial Economics 

is the application of economic theory and analysis to practices of business firms and 

other institutions.” 
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 According to McNair and Merian say that “managerial economics consists of the 

use of economic modes of thought to analyze business situations”. 

 

 Spencer and Siegelman defined Managerial Economics as “the integration of 

economic theory with business practice for the purpose of facilitating decision-

making and forward planning by the management”.  

 

 According to Prof.Evan J.Douglas “Managerial Economics is concerned with the 

application of economic principles and methodologies to the decision making process 

within the firm or organization under the conditions of uncertainties”  

 

 According to Prof. Hague : Managerial Economics is concerned with using logic of 

economics, mathematics & statistics to provide effective ways of thinking about  

business decision problems. 

 

 Prof. Joel Dean : “The purpose of Managerial Economics is to show how economic 

analysis can be used in formulating business polices.” 

 

 Prof. Mansfield : “Managerial Economics attempts to bridge the gap between the 

purely analytical problems that intrigue many economic theories and the problems of 

policies that the management must face.” 

In general, Managerial Economics could be defined as the discipline which deals with the 

application of economic theory to business management.   

 

Nature of managerial economics 

 Managerial Economic is a Science: We know that science is systematic body of 

knowledge and proved. On the other hand M.E is also science because the Principles 

and theory of Managerial Economics is proved. Which is applicable for all level of 

Organization and theory of demand, theory of price, theory of profit, theory of capital 

is also proved, So we can say that managerial economic is science. 

 Managerial economic is an art: Managerial economics is an art because an art is 

application of skills can used for the purpose of getting some relevant information and 

the other, In M.E theory is implement in Practice way in M.E managerial skills is 

implemented. So ME is an art. 

 M.E for administrations of Organization: Managerial economic for administration of 

organization because administration give the relevant data. They find out the problem 

and solve the problem immediately in organisation and the admin decide the target on 

the basis of price, Quality of the products, Demand of product. Administration 

forecast the demand according to the situation of present demand of the market.   
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 M.E is helpful in optimum resources allocation: In the organization are limited 

resources and this resources can used in several places at a time by the tools and 

techniques of managerial economic. The resources will used to get optimum output. 

In the organisations our ultimate objective to earn profit so the limited resources used 

in such a way to get maximum profit because, resources are limited. Our resources in 

human and non-human resources. Human resources that means labor,  employees, and 

Non-human resources that means land, building, machine, raw materials Etc.  

 Managerial economic has component of micro economic: Managerial economics 

has component of Micro economics.a. It is related with the internal factors of 

organization. Internal factor of the organisations are demand of the products, 

purchasing the raw materials, How to use the resource to get maximum profits. These 

are related with micro component of M.E. 

 Managerial economic has components of macro economic: Managerial economic 

has a component of macro economic which is related with the out side of the 

organisation or a external factor of the organisation. External factor of the 

organisation are competition market, nature of business, Government rules and 

regulations, industrial law, Industrial Policies, Taxes these are the External factor of 

the organisation and these types of problems solved by the managerial economics. 

 Managerial economic is dynamic in nature: Managerial economics is dynamic in 

nature that means managerial economics is used all space of the organisation and all 

except of the organisation. By the tools and technique of managerial economic to give 

the relevant information and to solve the problem of the organisations So, Managerial 

economic is dynamic in nature. 

Scope of Managerial Economics 

 Scope of the subject is said to be an extent of coverage of the subject concerned or 

boundaries within which subject is set in and also the importance of the subject. Managerial 

Economics, among others, embraces following important aspects.  

 

 Demand Analysis and Forecasting 

 Production and Cost Analysis 

 Pricing Decisions, Policies and Practices  

 Capital Management, and 

 Profit Management  

 

Though the above ones are treated as subject matter of Managerial Economics, in the recent 

years some of the techniques like Linear Programming, Input-output analysis, etc. are also 

become the part of the subject. 
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Demand Analysis and Forecasting 

Demand is a starting force for any business firm to emerge. A business firm is an 

economic organism, which transforms productive resources into goods, and services that are 

to be sold in a market. So, a major part of managerial decision-making depends on accurate 

analysis of demand. Demand analysis helps identify the various factors influencing the 

demand for firm’s product and thus provides guidelines to manipulating demand. Hence, 

Demand analysis and forecasting, therefore, is necessary for business planning and occupies a 

strategic place in Managerial Economics. 

Production and Cost Analysis 

 In the competitive environment, business firms are forced to produce goods and 

services with cost effectiveness. Production function and cost analysis enable the firms to 

achieve these goals. The factors of production may be combined in a particular way to yield 

maximum output. In case the prices of inputs shoot up, a firm is forced to work out a least 

cost combination of inputs in producing a particular level of output. Along with the above, a 

study of economic costs, combined with the data drawn from the firm’s accounting records 

can yield significant cost estimates that are useful for managerial decisions. The suitable 

strategy for the minimization of cost could be evolved.  

Pricing Decisions, Policies and Practices  

 The success of a business firm mainly depends on the sound price policy of the firm. 

The price policy of the firms determines its sales volume as well as its revenue. 

  Price X Sales volume = Gross Revenue of the firm   

 Therefore, pricing is very important area of Managerial Economics. Important aspects dealt 

with under this area are: Price and output determination in various Market forms, pricing 

methods, Differential pricing, Product line pricing and so on. 

Capital Management 

 Capital is one of the most important factors of production. In developing countries 

like India it is a limiting factor on the economic development. It is to be managed more 

efficiently for the overall development of the economy as well as for the prosperity of the 

firm. A firm’s capital management is most troublesome and complex activity of business 

management. This kind of capital management implies planning and control of capital 

expenditure. The major areas dealt here are: Cost of capital, Rate of return and selection of 

projects. 

Profit Management  

All kinds of business firms generally organized for the purpose of making profits. In 

the long-run profits provide the chief measure of success. An element of risk deserves place 

at this point. Profit analysis becomes an easy task in the absence of risk. However in the 
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business it is difficult to assume something without risk. The important aspects covered under 

this are: Nature and measurement of profit, Profit policies.   

  The above-mentioned aspects represent the major uncertainties, which a business firm 

has to reckon with. Thus, Managerial Economics is application of economic principles and 

concepts towards adjusting with various uncertainties faced by a business firm. 

 

Managerial Economics and its Relationship with Other Disciplines 

Managerial Economics is an interdisciplinary course. In fact most of the management 

courses are of that sort. Managerial economics is linked with various other fields of study. 

Subjects like Economics, Statistics, Mathematics, and Accounting deserve greater emphasis 

in this regard. However, the relation of Managerial Economics is not confined only to them.  

 Managerial Economics and Economics: 

Managerial Economics is widely understood as economics applied to managerial 

decisions. It may be viewed as a special branch of economics, functioning as bridge between 

economic theory and managerial decisions. Microeconomics, one of the main divisions of 

economics, is main source of concepts and analytical tools for managerial economists. To 

illustrate, concepts such as elasticity of demand, elasticity of production, demand forecasting, 

marketing forms, production function etc. are of great significance to managerial economists. 

Thus, it is felt that the roots of managerial economics spring from micro-economic theory. 

The chief contribution of macroeconomics is in the area of forecasting of general business 

conditions. The modern theory of income and employment has direct implications for 

forecasting general business conditions.  

Managerial Economics and Statistics:  

Economics in general, Managerial economics in particular deals with quantifiable 

variables. Quantification and estimations plays crucial role in managerial economics. 

Therefore, application of statistics in Managerial Economics helps in decision-making in 

several ways. It helps in the estimation of demand function, which in turn helps in demand 

forecasting. Similarly statistics is also useful in the estimation of production and cost 

functions. Estimation of price index relays heavily on statistical tools. In this way Managerial 

Economics is heavily rely on statistical methods. 

Managerial Economics and Mathematics: 

 Mathematics is another important discipline closely related to Managerial Economics. 

It is again because managerial economics is quantifiable. Knowledge of geometry, calculus 

and matrix-algebra is not only essential but certain mathematical concepts and tools such as 

Logarithms and Exponentials, Vectors and so on are the tool kits of managerial economists. 

In addition, Operations Research is also closely related to Managerial Economics, used to 

find out the best of all possibilities. Linear Programming is an important tool for decision-

making in business and industry as it can help in solving problems like determination of 

facilities on machine scheduling, distribution of commodities and optimum product mix etc. 
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Input-output analysis is also very much useful in managerial economics. Thus, there is close 

relationship between Managerial economics and Mathematics. 

Managerial Economics and Accounting: 

 Accounting mainly deals with systematic recording of the financial reports of 

business firms. As a matter of fact accounting information is one of the principle source of 

data required by a managerial economist for his decision making purpose. For example, the 

profit and loss account of a firm tells how well the firm has done and the information it 

contains can be used by a managerial economist to throw light on the present economic 

performance of the firm and future course of action. It is in this context that the growing link 

between management accounting and managerial economics deserve special mention. The 

main task of the management accountants now seen as being to provide the sort of data which 

manager needs if they are to apply the ideas of managerial economists to solve the business 

problem. 

 

Micro and Macro Economics: 

Economics could be broadly classified into two categories: 

 1) Macro economics and 2) Micro economics. Macroeconomics is the study of the economic 

system as a whole. Microeconomics, on the other hand, focuses on the behaviour of the 

individual economic activity, firms and individuals and their interaction in markets. 

 

 

 

 

  

 

Micro Economics 

Meaning of Micro Economics: 

The Micro Economics is the study of particular firms, particular households, 

individual prices, wages, income, individual industries and particular commodities. Micro 

economics is also called as study of price theory. 

It is related to the analysis of price determination and the allocation of resources of 

specific uses. It is the study of the economic actions of individuals and small groups of 

individuals. 
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Definition of Micro Economics: 

According to Ackley: 

“Micro Economics deals with the division of total output among industries, products 

and firms and the allocations of resources among competing groups. It considers problems of 

income distribution. Its interest is in relative prices of particular goods and services.” It is a 

microscopic study of the economy. 

Scope of Micro Economics: 

If we analyse and see the various aspects of Micro Economics it can be said that under 

the purview on Micro Economics Price and Value theory, the theory of household, the firm 

and the industry and most production and welfare theory are of the Micro Economics aspects. 

Thus, the studies of Micro Economics are:  

1. In the production of goods and services and how resources are allocated. 

2. How the distribution of goods and services are made among the people. 

3. With how much efficiency this distribution takes place. 

The allocation of resources of the production of a particular goods depends upon the 

prices of other goods and the prices of factors producing the goods. It means the relative 

prices of goods and services determine the allocation of resources. 

Further, any allocation of resources on the quantity of production is determined i.e., 

what should be produced, how to produce and how much to produce.Micro Economics is 

called the study of price theory, i.e., how the price of a particular commodity like rice, tea, 

milk, fans etc. is determined. Again, it also studies, how wage and interest are determined. 

The analysis of price-determination and allocation of resources are determined under 

three different stages: 

(a) The equilibrium of individual consumers and producers, 

(b) The equilibrium of a single market, and 

(b) The simultaneous equilibrium of all markets. 
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Importance of Micro Economics: 

1. Micro Economics is important to understand the working of a free enterprise 

economy: 

In free enterprise there is no agency to plan and co-ordinate the working of the 

economic system. Here, we cannot assure efficient working of the system. In this connection 

Lerner has said—”Direct running of the economy is impossible because the modern economy 

is so complex that no central planning body can obtain all the information and give out all the 

directives necessary for its efficient operation.” 

2. It provides an analytical tool for evaluating the economic policies of the state: 

Price or market mechanism is the tool which helps us in this respect. There are certain 

public utilities items like postal services, railways, water, electricity etc., which are run by 

government which fixes prices on no profit no loss basis. This study helps the state 

government in formulating correct price policies and in evaluating them in proper manner. 

3. It is helpful to business executive: 

This study helps the business executive in the attainment of maximum productivity 

with the resources available. Further, it helps in knowing of consumer’s demand and in 

calculation of costs. 

4. It is helpful in the efficient use of available resources: 

This approach deals in economizing of scarce resources with efficiency. Proper 

utilisation of available resources helps in achieving growth and stability. 

5. It helps in understanding the various problems of taxation: 

It is the tax which compels to the re-allocation of resources from their optimum. This 

analysis helps in the study of distribution of incidence of a commodity tax (excise duty or 

sales tax) between sellers and consumers. 

6. It is helpful in international trade: 

In the field of international trade we can know and understand as to how much there 

will be gain in international trade and balance of payments and how foreign exchange rates 

are determined. 

7. It is helpful in the construction and uses of simple methods for the understanding of 

the actual economic phenomenon: 

In this connection R. A. Bilas has said, “The theoretical approach to Micro Economics 

utilizes abstract models in an attempt to see how prices are established and how resources are 
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allocated to various uses. The use of theory should enable the processor to determine which 

of many facts are relevant to the problem being studied.” 

Limitations/Dis-Utility/Dis-Advantages of Micro Economics 

1. This analysis is unrealistic: 

It is based on unrealistic assumptions of full employment in the economy. According 

to Keynes—”To assume full employment is not proper. Full employment is not the rule but 

an exception in the real world. This study is unrealistic method of economic analysis”. 

Ackley has said, “it is an elegant method of Solving Problem.” 

2. It is the study of parts and neglects the whole:  

As Boulding has said—”It is the study of imprecise picture of the economy 

3. It is not only inadequate but misleading also in analysing several economic problems:  

It is not essential that one principle can be applicable and used in the economy as a 

whole. 

4. This analysis is based on the assumption of Laissez-Faire: 

But the policy of Laissez Faire is no longer followed and practiced. It has ended with 

the Great Depression of 1930. This study can be said as unrealistic. To quote Boulding—

”The character and behaviour of aggregate cannot be obtained simply by generalizing from 

character and behaviour of the individual components.” 

Macro Economics 

Meaning of Macro Economics:  

Macro Economics is the study of “aggregates or averages covering the entire 

economy such as total employment, toted unemployment, national income, national output, 

toted investment, total consumption, total savings, aggregate supply, aggregate demand and 

general price-level, wage-level, interest rates and cost structure.” 

This analysis is also known as the “theory of income and employment” or “simply 

income analysis”. It is concerned with the problems of unemployment, economic 

fluctuations, inflation, deflation, instability and international trade and growth”. Some 

economists have given the name of “Aggregative Economics”-which examines the inter-

relations among the various aggregates, their determination and causes of fluctuations in 

them. 
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Definition of Macro Economics: 

According to Ackley: 

“Macro Economics deals with economic affairs in the large”, it concerns the overall 

dimensions of economic life. It looks at the total size and shape of the functioning rather than 

working of dimensions of the individual parts. 

Macro Economics is the study of the causes of unemployment and the various deter-

minants of employment. 

Importance of Macro-Economics: 

Macro-Economic has got theoretical and practical importance. 

Its importance is as follows:  

1. This analysis is indispensable for understanding the working of the economy: 

Our main economic problems are related to the bahaviour of total income, output, 

employment and the general price-level in the economy. These are measurable and can help 

in analysing the effects, on the functioning of the economy. As Tinbergen view is “that this 

concept helps in making the elimination process understandable.”  

2. This concept is extremely useful from the point of economic policy: 

In underdeveloped economies the problems of over-population, inflation, balance of 

payments, general under production etc. The main responsibilities of these governments are 

to control the over-population, inflation, general price-level and volume of trade etc. 

In this connection Timbergen has said—”Working with macro-economic concepts 

is a bare necessity in order to contribute solutions of the general problems of the time. 

No government can solve these problems in terms of individual behaviour.”  

(a) In General Unemployment: 

The Keynesian theory of employment has set the study of macro-economics. 

Employment depends upon effective demand i.e., an aggregate demand and aggregate supply 

function. Unemployment is caused by deficiency of effective demand. Effective demand 

should be raised by increasing total investment, total output, total income and total 

consumption. 

This economics has special importance in studying the causes effects and remedies of 

general employment. 
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(b) In Economic Growth: 

The economics of growth is also a study of macro-economics. On the basis of this 

economics the resources and capabilities of an economy are evaluated. Under this the plans 

for the over-all increase in national income, output and employment is framed and 

implemented, so as to raise the economy as a whole. 

(c) In National Income: 

The study of macro-economics is helpful in the construction of National Income Data. 

This National Income Data is helpful in forecasting the level of economic activity and to 

understand the distribution of income among different groups of people. 

(d) In dealing with Monetary Problems: 

As we are aware that inflation or deflation affects the economy adversely. They can be solved 

by adopting monetary, fiscal and direct control measures for the economy as a whole. 

(e) In Understanding the Behaviour of Individual Units: 

Demand for individual products depends upon aggregate demand in the economy. 

Unless the causes of deficiency in aggregate demand are analysed, it is not possible to 

understand and decide fully the reason for a fall in the demand of individual products. 

(f) In Business Cycle: 

The importance of macro-economic lies in analyzing the causes of economic 

fluctuations and in giving proper remedies. By seeing the above facts it can be said that 

Macro-Economics throws much light on solving the problems of unemployment, inflation 

economic instability and economic growth. 

As Ackley has said that  “Macro-economics is more than a specific method of analysis. It is 

also a body of “empirical economic knowledge.” 

Limitations of Macro-Economics: 

1. This analysis is nothing but a fallacy of composition: 

In this analysis, these perhaps have been forgotten that what is true of individuals is 

not necessarily true of the economy as a whole. 
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2. This analysis regards the aggregates as homogeneous without caring about their 

internal composition and structure: 

The average wage in a country is the total of wages in all occupations i.e., wages of 

clerks, teachers, nurses etc. But the aggregate employment depends on the relative structure 

of wages rather than the average wage. 

3. The aggregate variables which form the economic system may not be of much 

significance 

4. An indiscriminate use of this analysis in analysing the products may be misleading  

5. The measurement of this analysis involves a number of conceptual difficulties 

Distinction between Micro-Economics and Macro-Economics  

Regarding the difference between Micro and Macro-Economic Ackley has written 

that “the difference between micro and macro-economics is a difference of degree and 

not of kind, but the degree is so great as to approach a difference of kind.”  

Other important differences are as follows:  

1. Use of Aggregates:  

The Micro Economics uses aggregates relating to individual households, firms and 

industries, while Macro Economics uses aggregates which relate them to the “economy wide 

total”. 

2. Based on Study:  

Micro and Macro Economics are the study of aggregates. But the aggregates in Micro 

Economics are different from that in Macro Economics. 

In Micro Economics the inter-relationships of individual households, individual firms 

and individual industries to each other deals with aggregation. Here, the concept of ‘industry’ 

means aggregate of numerous firms or even products. 

3. Based on Objective:  

The objective of Micro Economics on the demand side is to maximise utility where as 

on the supply side is to minimise profits at the minimum cost. On the other-hand the main 

objectives of Macro Economics are full employment; price stability, economic growth and 

favourable balance of payments. 
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4. Based on Origin:  

The word ‘Micro’ has been derived from the Greek word ‘mikros’ which means 

small. Micro Economics is the study of individuals and small groups of individuals. It 

includes the study of particular households, particular firms, particular industries, particular 

commodities and particular prices. 

The word ‘Macro’ has also been derived from the Greek word ‘MAKROS’ which 

means large. It deals with aggregates of these quantities and not with individual incomes and 

individual prices. It is the study of Total Output and National Output. 

5. Basis of Difference: 

The basis of Micro Economics is the Price mechanism which operates with the help of 

demand and supply forces. These forces help in the determination of equilibrium prices in the 

market. On the other-hand, the basis of Macro Economic study is the national income, output, 

employment and the general price-level which are determined by aggregate demand and 

aggregate supply. 

6. Based on Assumptions: 

Micro Economics is concerned with the rational behaviour of individuals where as the 

assumptions of Macro Economics are based on aggregate-volume of the output of an 

economy and the size of the national income and general price-level. 

7. Partial-Equilibrium and General Equilibrium: 

Micro Economics is based on the partial equilibrium analysis which explains the 

equilibrium conditions of an individual, a firm and an industry. On the other hand Macro 

Economics is based on the general equilibrium analysis which an elaborate and extensive 

study of a number of economic variables, their inter-relations and interdependences of the 

working of the economic system as a whole. 
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Table presentation of differences of Micro and Macro Economics

 

Difference between Economics and Managerial Economics: 
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UNIT-II 

Demand Analysis 

Introduction 

Demand, ordinarily, is defined as desire. But desire of a beggar to travel by air could 

not be materialized for lack of his ability to pay. Desires come and vanish. So all such desires 

could not be considered as demand. A desire to be called demand should be backed by two 

things; one, ability to buy and two, willingness to buy. Thus, the demand for any commodity 

is the desire for that commodity backed by willingness as well as ability to pay for it and is 

always defined with reference to a particular time and at given price.  

Demand = Desire + Ability to pay (purchasing power) + Willingness to pay.  

 In another way the demand for a product could be defined as the amount of it, 

which will be bought per unit of time at a particular price. It is not out of context to 

introduce some of the concepts pertaining to the concept demand.  The concept of Individual 

demand, Market demand, the law of demand, and change in quantity demand versus change 

in demand.   

Definitions 

According to Benham “The demand for anything at a given price, is amount of it, which will 

be brought per unit of time at that price.” 

According to Bobber “By demand we mean the various quantities of a given commodity or 

service which consumers would buy in one market in given period of time at various prices” 

Individual Demand and Market Demand 

An individual demand refers to, other things remaining the same, the quantity of a 

commodity demanded by an individual consumer at various prices. Market demand is the 

summation of demand for a good by all individual buyers in the market. The distinction 

between individual demand and market demand has been explained with the help of 

individual and market demand schedule as well as demand curves. 
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Tab-2.1:Individual Demand Schedule 

Price (Rs.) Quantity demanded 

(units) 

  6 10 

5 20 

4 30 

3 40 

2 60 

1 80 

 

Fig 2.1 Individual Demand Curve 

 

  

An individual demand refers to the quantity of a commodity demanded by an 

individual consumer at various prices, other things remaining same. An individual’s demand 

for a commodity is shown on the demand schedule (Table-2.1) and demand curve (Fig 2.1). 

A demand schedule is a list of prices and quantities and its graphical representation is 

demand curve. It could be seen from the demand schedule that as the price of the commodity 

goes on declining the quantity demand goes on increasing.  Only 10 units of commodity are 

demanded when the price is Rs. 6 per unit whereas the quantity demand increased to 80 units 

when the price declined to Rs.1 per unit. DD1, in figure 2.1, is the demand curve drawn on the 

basis of the above demand schedule. The dotted points D, Q, R, S, T and U are the ‘demand 

points’. They show the various price-quantity combinations. The demand curve shows the 

effect of rise or fall in the price of one commodity on the consumer’s behaviour.  

In a market, there will be many consumers for a commodity. Therefore, Market 

demand shows the sum total of various quantities demanded by all the individuals at various 

prices. The market demand of a commodity is depicted on a demand schedule and demand 

curve. Suppose there are three individuals A, B, and C in a market who purchase the 

commodity. The demand schedule for commodity is depicted in table-2.2. The column 5 of 

the table represents the market demand for the commodity at various prices. It is obtained by 

adding the column 2, 3 and 4 which represent the demand of the consumers A, B and C 

respectively. The relation between column 1and 5 shows the market demand schedule.    

 

 

 

 

 

0

1

2

3

4

5

6

7

0 20 40 60 80 100

P
ri

c
e

Quantity Demand



                                      Business Economics 

 

O.Nataraj R K Page 17 
 

Table 2.2 Market Demand for the X Commodity 

Price 

(Rs./Kg) 

 

(1) 

Quantity demand in Kgs. 

Consumer 

A 

(2) 

Consumer 

B 

(3) 

Consumer 

C 

(4) 

Market Demand 

(5) (2+3+4) 

6 10 20 40 70 

5 20 40 60 120 

4 30 60 80 170 

3 40 80 100 220 

2 60 100 120 280 

1 80 120 160 360 

The market demand for the commodity at the price level of Rs.6 per unit is 70 Kg. The 

market demand increased to 360 Kg with the fall in the price to Rs.1 per Kg. In the figure 2.2, 

Dm is the market demand. It is the horizontal summation of all the individual demand curves 

DA+DB+DC. The market demand for a commodity depends on all factors that determine an 

individual demand. 

Figure 2.2: Market Demand Curve 

                 

 

Determinants of Demand 

Demand for a commodity depends on various factors.  Factors influencing the 

demand could be classified into two groups. Factors influencing the individual demand and 

market demand.  
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A) Factors Influencing the Individual Demand 

Factors influencing the individual demand are explained as follows: 

 Price of the product: Normally, a large quantity is demanded at lower price and vis-

à-vis. 

 Income level of the consumer: Purchasing power of an individual consumer depends 

on his income level. Therefore, income level is an important determinant of demand. 

Consumers with higher income level demand more and more goods compared to the 

consumers with lower income level. 

 Price of the related goods: Demand for a particular commodity depends on the price 

of its related goods such as substitute and complementary goods. For example if the 

price of tea increases the demand for coffee is expected increase because tea and 

coffee are substitutes for many consumers. Similarly with the increase in the price of 

petrol the demand for vehicles is expected to decrease because car and petrol are 

complementary goods. 

  Taste, Habit and Preferences of the consumers: People with different taste and habit 

have different preference for different goods. Demand for several products like 

beverages, ice cream, chocolates and so on are depending on the individual’s taste. 

Similarly demand for tea, coffee, gutka betel, cigarette, tobacco is a matter of habits 

of the consumers. A strict vegetarian will have no demand for meat at any price 

whereas a non-vegetarian who has liking for chicken may demand it even at higher 

price. 

 Expectation: Consumer’s expectations about the future change in the prices of a 

given commodity influence the demand for such commodity. When he expects its 

price to rise in the future, he will buy less at the prevailing price. Similarly, if he 

expects its price to fall in future, he will buy less at present. 

 Advertisement: Nowadays advertisement plays crucial role in altering the 

preferences of the consumers. Demand for products like toothpaste, toilet soaps, 

cosmetics etc. are greatly influenced by the advertisements. 

B) Factors Influencing the Market Demand 

Market demand is the sum total of various quantities demanded by all the individuals 

at various prices. Therefore, factors influencing individual demand are also influencing the 

market demand. In addition to the factors explained above (in section A) following factors 

influence the market demand.  

 Distribution of income and Wealth in the country: Market demand for goods and 

services is more in countries with equal distribution of income and wealth compared 

to the countries with unequal distribution. 

 Growth of population and number of buyers in the market: Market demand for the 

products depends on the number of buyers. Number of buyers in the market, among 

other factors, mainly depends on the population size and its growth. A large number 

of buyers will usually constitute a large demand vis-à-vis. Therefore, growth of 



                                      Business Economics 

 

O.Nataraj R K Page 19 
 

population over a period of time increases the demand for goods and services in the 

market.   

 Age and sex structure of the population: Age structure of population influences the 

demand for various goods and services in the market. In the country with bottom 

heavy age structure (relatively more children), relatively more children, the market 

demand for toys, school bags, chocolates etc. will be relatively more. Similarly sex 

structure also influences the demand for goods and services in the market. If sex 

ratio is favorable to females then the demand for goods and services required for 

females will be relatively more. For example demand for goods like saries, bangals, 

lipsticks etc. is more in the countries with the sex ration favourable to females. 

 Climatic conditions: Demand for certain products is determined by climatic 

conditions. For example, in rainy season, there will be more demand for umbrellas, 

rain coats et. Similarly demand for cool drinks, ice creams, fans etc. are more in 

summer season.   

Demand Function  

A demand function states the functional relationship between the demand for a 

commodity or services and the factors or variables affecting it. The demand function for 

commodity X can be symbolically stated as follows: 

    Dx = f(Px)     2.1 

Where, 

  Dx  = Demand for X 

  Px  = Price of x commodity 

The function 2.1 demand for commodity X depends on the price of the commodity. It does 

not consider the demand influencing factors other than the price. This is a single variable 

model. Multiple variable models are presented in the following function (2.2).  

    Dx = f (Px, I, Pr, A, U)      2.2 

Where, 

  Dx = Demand for X 

  Px = Price of X  

  I    = Income of the consumer 

  Pr  =Price of the related goods 

  A  =Advertisement or sales promotional activities 

  U  =Error term 
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The demand function 2.2 shows that the quantity demand of X influenced by the price 

of commodity X, income of the consumers, price of its related goods and advertisement or 

sales promotion activities. The demand for commodity X might be influenced by the factors 

other than these factors also. The influence of the variables other than those included in the 

model is represented by error term (U).  It is a general form of demand function because the 

independent variables included in the model (RHS) are considered to be influencing the 

quantity demand of commodity X but it does not reveal in what direction and to what extent 

they are influencing. The empirical demand function shows the quantitative relationship 

between the demand for a particular commodity and its determinants. Empirical demand 

function also reveals the direction of relationship between the dependent variables (Quantity 

demand of a commodity) and independent variables (Demand determinants) through the sign 

(i.e + or -). 

The Law of Demand 

The law of demand describes the general tendency of consumers’ behaviour in 

demanding a commodity in relation to the change in its price. The law of demand simply 

states that the quantity demand of a commodity varies inversely to change in price. “Ceteris 

paribus, the higher the price of a commodity, the smaller is the quantity demand and 

lower the price, larger the quantity demand”.  The law of demand relates the change in 

quantity of demand to the change in the price variable only. It is always stated with the 

ceteris paribus i.e other things remaining same. It assumes other determinants of demand to 

be constant. 

Thus the law of demand based on, among others, the following major assumptions: 

 No change in the price of related goods 

 No change in the consumers income 

 No change in the consumers preference 

 No change in the advertisement strategies of business houses 

It is almost a universal phenomenon of the law of demand that the demand curve slopes 

downward from left to right. In certain cases demand curve may slopes up from left to right.  

It is because consumer may buy more when the price of a commodity rises and less when 

price falls. Such circumstances are termed as exceptions to law of demand.   

Exceptions of Law of Demand 

 1. Giffen found that in the 19th century, Ireland people were so poor that they spent a major 

part of their income on Potatoes and small part on meat. For them potatoes and meat are 

inferior and superior goods respectively. When price of potatoes rose, they had to economise 

on meat even to maintain the same consumption of potatoes. Further to fill up the resulting 

gap in food supply caused by a reduction in meat consumption, more potatoes had to be 

purchased because potatoes were still the cheapest food. Thus the rise in the price of potatoes 

increased the demand for potatoes. Such goods are popularly known as Giffen goods.  

2. Some goods are purchased mainly for their snob appeal. When the price of such goods 

rises, their snob appeal increases and they are purchased in large quantity and vis-à-vis. Such 
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goods are called Veblen goods. It is named after an American economist, Thorstein Veblen, 

who advocated that some purchases were made not for the direct satisfaction, which they 

yield, but for the impression, which they made on other people.      

3. In the speculative market, a fall in price is frequently followed by smaller purchase and a 

rise in price by larger purchases. When price of certain goods rises, people may expect 

further rise and rush to buy. When price fall, they may wait for further falls, and stop buying. 

Change in Quantity Demand versus Change in Demand 

The movement along the demand curve measures the change in quantity demand in 

relation to the change in price while change in demand is reflected through shift in demand 

curve. The phrase ‘Change in quantity demand’ essentially implies variation in demand 

referring to ‘extension, or ‘contraction’ of demand which are quite distinct from the term 

‘increase or decrease in demand.  

A. Extension and Contraction of Demand 

A movement along a demand curve takes place when there is a change in the quantity 

demand due to change in the commodity’s own price. The extension of demand refers to a 

situation when more of a commodity is bought with the fall in the price. Similarly, when a 

lesser quantity is demanded with a rise in price, there is a contraction of demand. In short, 

demand extends when the price falls and it contracts when the price rises. The term extension 

and contraction are technically used in stating the law of demand. Figure 2.3 illustrates the 

extension and contraction of demand. 

Fig.2.3: Extension and Contraction of Demand 

 

In the figure 2.3 D1D1 is the demand curve. When the price is OP1, the quantity demand is 

OQ1. With the fall in price to OP2 the quantity demand rises to OQ2. Thus, with the fall in 

price there has been a downward movement from A to B along the same demand curve D1D1. 

This is known as extension in demand. On the contrary, if we take B as the original price-

demand point, then a rise in the price from OP2 to OP1 leads to a fall in the quantity demand 
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from OQ2 to OQ1. The consumer moves upwards from point B to A along the same demand 

curve D1D1. This is known as contraction in demand.  

B. Increase and Decrease in Demand 

These two terms are used to indicate change in demand. A change in demand, thus, 

implies an increase or decrease in demand. An increase in demand signifies either more will 

be demanded at a given price or same quantity will be demanded at higher price. It really 

means that more is now demanded than before at each and every price. Similarly decrease in 

demand indicates either that less will be demanded at a given price or the same quantity will 

be demanded at the lower price. The terms increase and decrease in demand are graphically 

expressed by the movement from one demand curve to another in figure 2.3A and B 

respectively. 

Fig. 2.3: Increase in Demand (A) and Decrease in Demand (B) 

 

In the case of increase in demand, the demand curve shifted to the right. In figure 2.3 

(A) the shift of demand curve from DD to D1D1 shows an increase in demand. In this case a 

movement from point ‘A’ to ‘B’ indicates that the price remains same at OP, but more 

quantity (OQ2) is now demanded instead of OQ1. Here, increase in demand is Q1Q2 which 

due to the factor other than price.  Similarly the shifting of demand curve towards its left 

depicts a decrease in demand. In the figure 2.3 (B) the decrease in demand is depicted by the 

shift of demand curve from D1D1 to D2D2. In this case the movement from point ‘A’ to ‘B’ 

indicates that the price remains same at OP but quantity demanded decreased by Q1Q2.The 

decrease in demand by Q1Q2 quantity is due to the factor other than price.  

Types of Demand 

The demand behaviour of the buyer or consumer is different with different types of 

goods.  Demand could be classified in to following types from managerial point of view.  

a. Demand for Consumer’s Goods and Producer’s Goods. 

b. Demand for Perishable Goods and Durable Goods 

c. Derived Demand and Autonomous Demand 

d. Joint Demand and Composite Demand  
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e. Industry Demand and Company Demand 

f. Demand by Total Market and by Market Segment. 

g. Short-run Demand and Company Demand. 

a) Demand for Consumers’ Goods and Producers’ Goods. 

Producer goods are those, which are used for the production of other goods. Examples 

for such goods are machines, tools, raw materials, locomotives etc.  Consumers’ goods can be 

defined as those, which are used for final consumption. Examples of consumers’ goods can 

be food items, tooth paste, ready-made cloth etc. these goods satisfies the consumers’ wants 

directly. The distinction between consumers’ and producers’ goods is somewhat arbitrary. 

Whether a particular commodity is producer good or consumer good depend upon who buys 

and what for. For example, sugar in the case of a confectioner is a producer good, whereas in 

case of a household it is a consumer good. However the distinction is useful because, among 

other factor, demand for consumer goods depends on consumers’ income whereas demand 

for producer good depends on demand for the products of the industries using this product as 

an input.    

b) Demand for Perishable Goods and Durable Goods 

Perishable goods are those, which can be consumed only once, while durable goods 

are those, which can be consumed more than once over a period of time. Sweets, ice cream, 

fruits, vegetables, edible oil, petrol etc. are perishable goods. Car, refrigerator, machines, 

building are durable goods. It is important to note that perishable goods are themselves 

consumed whereas only the services of durable goods are consumed. This distinction is 

useful because durable products present more complicated problems in demand analysis than 

the products of durable nature. Sales of perishable are made largely to meet current demand, 

which depends on current conditions. Sales of durables, on the other hand, add to the stock of 

existing goods whose services are consumed over a period of time. Thus they have two kinds 

of demand Viz. replacement of old products and expansion of the total stock. Their demand 

fluctuates with business conditions.  

c. Derived Demand and Autonomous Demand 

The demand for a product is said to be derived demand if demand for such product is 

tied to the purchase of some parent product. For example the demand for cement is a derived 

demand because it is needed not for it’s own sake but for satisfying the demand for buildings. 

The demand for all producers’ good is derived. Autonomous demand, on the other hand, is 

not derived. In case of autonomous demand, demand for a product is independent of demand 

for other goods. Today, it is difficult to find the products whose demand is wholly 

independent of demand for other goods. However, the degree of this dependence varies 

widely from product to product. For example, the demand for petrol is fully tied up with the 

demand for vehicles using the petrol, while the demand for sugar is loosely tied up with 

demand for drinks. Thus the distinction between derived and autonomous demand is more of 

a degree than of kind. 
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d) Joint Demand and Composite Demand 

When two goods are demanded in conjunction with one another at the same time to 

satisfy a single want, they are said to be joint or complimentary demand. Examples are pens 

and inks, bread and butter, sugar and milk and so on.  A commodity is said to be composite 

demand if it is wanted for several different uses. Electricity is needed for lighting, cooking, 

ironing, boiling the water, lifting water, T.V, radio and many other uses. 

e) Industry Demand and Company Demand 

At the outset let us understand the concept of industry and company. An industry is a 

group of companies or firms, which produce similar goods or services. A company is a single 

firm producing a particular type of goods or services. Sugar industry in India consists of all 

the companies of the country, which produce the sugar. Shamanur sugars is a company or a 

firm which produces the sugar. Industry demand denotes the demand for the products of a 

particular industry while company demand means the demand for the products of a particular 

industry. For example, demand for steel produced by TISCO is a company (TISCO) demand 

while demand for steel produced by all companies in India is industry demand for steel in 

India.  

f) Demand by Total Market and by Market Segment. 

Total market demand refers to the total demand for a product where as market 

segment demand refers to a part of it. Demand for certain products has to be studied not only 

in its totality but also by breaking it into different segments. Viz. different regions, different 

use for the product, different customers, different distribution channels and also its different 

sub products. Each of these segments may differ significantly with respect to delivery price, 

profit margin, competition and seasonal pattern. When these differences are considerable, 

demand analysis should focus on the individual market segments. Knowledge of these 

segments’ demand helps a unit in manipulating its total demand. 

g) Short-run Demand and Company Demand. 

Short-run demand refers to demand with its immediate reaction to price changes, 

income fluctuations etc. Long-run demand is that which will ultimately exist as result of 

change in pricing, promotion or product improvement after enough time has been allowed to 

let the market adjust itself to new situation. For example, if electricity rates are reduced, in 

the short run existing users of electric appliances will make greater use of these appliances 

but in the long run more and more people might induced to purchase these appliances 

ultimately leading to still greater demand for electricity.   

Elasticity of Demand 

Demand usually varies with variation in the price. The law of demand states that with 

the fall in the price of commodity, the quantity demand increases and vis-à-vis. But it does 

not states by how much the quantity demand increases as a result of certain fall in the price of 

the commodity. Elasticity of demand is a useful tool to understand the extent of change in 
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quantity demand due to change in price or other demand influencing factors like income, 

price of related goods and advertisement.  

2.6.1 Meaning of Elasticity of Demand. 

The term elasticity of demand, very often, used as a synonymous of price elasticity of 

demand. This is a loose interpretation of the term. In the strict sense of the term the concept 

of elasticity of demand refers to the responsiveness of the quantity demand to the change in 

demand determinants. It can be depicted as 

 

The demand determinants mainly include the price of the commodity, price of related good, 

income of the consumer. 

Types of Elasticity of Demand 

  There are as many types of price elasticity of demand as there are demand 

determinants. However, considering its major determinants economists broadly classified the 

elasticity of demand into following types.  

 Price elasticity of demand 

 Income elasticity of demand 

 Cross elasticity of demand 

 Advertising elasticity of demand 

Price Elasticity of Demand 

In the words of Prof. Lipsey “Price elasticity of demand may be defined as the ratio of the 

percentage change in quantity demand to the percentage change in price.”  Price elasticity of 

demand may be written as 

                                                                Percentage change in quantity demand 

      Price Elasticity of Demand     =              

                                                                        Percentage change in Price 

 

In the algebraic form it could be presented as 

                                      Ep = [ΔQ/Q] / [ΔP/P] 

Where 

                Ep     =      Coefficient of Price Elasticity of Demand   

                ΔQ    =      Change in demand 
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                 Q     =       Initial demand 

                ΔP    =       Change in Price 

Ep is the coefficient of price elasticity of demand. The coefficient of price elasticity of 

demand is always negative because price and quantity demand varies inversely with the 

change in the price of the commodity.  It is, however, customary to disregard the negative 

sign. Using the above formula, the numerical coefficient of price elasticity of demand can be 

measured for any given data. Obviously, depending on the magnitudes and proportionate 

changes involved in data on demand and prices, one can obtain various numerical values 

ranging from zero to infinity. Price elasticity of demand depending on the value of coefficient 

could classify into different types.  

Types of Price Elasticity of Demand 

A. Perfectly Elastic Demand 

In case of perfectly elastic demand, 

a slight or infinitely small rise in 

price of a commodity, consumers 

stop buying it. The numerical 

coefficient of perfectly elastic 

demand is infinity (Ep=α) The 

demand curve, in this case, will be a 

horizontal straight line. In figure 2.4 

DD demand curve is horizontal to 

OX axis.  

            Fig 2.4: Perfectly Elastic Demand 
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B. Perfectly Inelastic Demand 

Perfectly inelastic demand is one 

for whatever the change in price; 

there is absolutely no change in 

demand. In this case, the quantity 

demand shows no response to a 

change in price. Thus, perfectly 

elastic demand has zero coefficient 

(Ep=0). In figure 2.5 DD demand 

curve is a vertical line. In this case, 

whatever may be the price level the 

quantity demand remains same at 

OD.   

 

      Fig 2.5: Perfectly Inelastic Demand 

     

    

   

 

 

C. Relatively Elastic Demand 

If a reduction in price leads to more 

than proportionate change in quantity 

demand, the demand is said to be 

relatively elastic. For example if 5 

per cent decline in price leads to 10 

per cent increase in quantity demand, 

the demand is said to be relatively 

elastic. In this case coefficient of 

elasticity of demand is greater than 1 

but it is not infinite. In figure 2.6 

DD1 demand curve is relatively 

flatter.  

       Fig 2.6: Relatively Elastic Demand 
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D. Relatively Inelastic Demand 

If a decline in price leads to less than 

proportionate increase in quantity 

demand, the demand considered to be 

relatively inelastic. For example if a 5 

per cent decline in price leads to 3 per 

cent increase in quantity demand then 

demand considered to be relatively 

inelastic. In this case the coefficient 

of elasticity of demand lies between 

zero and one. DD1 demand curve in 

figure 2.7 is relatively steeper.  

     Fig 2.7: Relatively inelastic Demand 

 

 

 

 

E. Unitary Elastic Demand 

Price elasticity of demand is unity when the 

change in demand is exactly proportionate 

to the change in price.  For example if a 5 

per cent increase in price leads to 5 per cent 

decrease in quantity demand then demand 

considered to be unitary elastic. In this case 

the coefficient of elasticity of demand is 

one. DD demand curve in figure 2.8 is a 

rectangular hyperbola.  

     Fig 2.8: Unitary Elastic Demand 

 

 

Factors Influencing Price Elasticity of Demand. 

a) The availability of substitutes: The demand for a commodity is more elastic if there 

are close substitutes for the commodity.  

b) The nature of the need that the commodity satisfies: In general luxury goods are price 

elastic, while necessities are price inelastic. 

c)  The time period: Demand is more elastic in the long run than in the short run. 

d) The number of uses to which a commodity can be put: The more the possible uses of a 

commodity the greater its price elasticity will be. 
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e) The proportion of income spends on the particular commodity: The demand is 

inelastic if a very small proportion of income is spent on a particular commodity.  

Income Elasticity of Demand 

The income elasticity is defined as a ratio of percentage or proportionate change in 

quantity demand to percentage or proportionate change in income. The coefficient of income 

elasticity of demand could be measured by the following formula:  

                                                       

                                                                Percentage change in quantity demand 

      Income Elasticity of Demand =              

                                                                         Percentage change in Income 

In the algebraic form it could be presented as 

                                                    Ey = [ΔQ/Q] / [ΔY/Y] 

Where 

                Ey     =      Coefficient of Income Elasticity of Demand   

                ΔQ    =      Change in demand 

                 Q     =       Initial demand 

                ΔY    =       Change in income 

                 Y     =        Initial income 

The coefficient of income elasticity of demand will be positive for the normal goods.  

Some economists have used income elasticity in order to classify the goods into luxuries and 

necessities. A commodity is considered to be a luxury if its income elasticity is greater than 

unity. A commodity is a necessity if its income elasticity is small(less than unity).  

Types of Income Elasticity 

 

1. Unitary Income Elasticity of Demand 

Implies that positive income elasticity of demand would be unitary when the 

proportionate change in the quantity demanded is equal to proportionate change in income. In 

such a case, the numerical value of income elasticity of demand is equal to one (ey = 1). 

2. More than Unitary Income Elasticity of Demand 

Implies that positive income elasticity of demand would be more than unitary when 

the proportionate change in the quantity demanded is more than proportionate change in 

income. In such a case, the numerical value of income elasticity of demand would be more 

than one (ey>1). 

3. Less than Unitary Income Elasticity of Demand 

Implies that positive income elasticity of demand would be less than unitary when the 

proportionate change in, the quantity demanded is less than proportionate change in 
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income. In such a case, the numerical value of income elasticity of demand would be less 

than one (ey<1). 

4. Negative Income Elasticity of Demand: 

Refers to a kind of income elasticity of demand in which the demand for a product 

decreases with increase in consumer’s income. The income elasticity of demand is 

negative(ey<0)for inferior goods, also known as Giffen goods.  

5. Zero Income Elasticity of Demand: 

Refers to the income elasticity of demand whose numerical value is zero. This is 

because there is no effect of increase in consumer’s income on the demand of product. The 

income elasticity of demand is zero (ey= 0) in case of essential goods. 

Factors Influencing Income Elasticity of Demand. 

a) The nature of the need that the commodity covers: The percentage of income spent on 

food declines as income level increases while the percentage of income spent on the 

luxuries increases with increase in income level. 

b) The initial level of income of a country: TV is a luxury in a poor country while it is a 

necessity in a country with high per capita income.  

c) Time period: Time period influence the income elasticity of demand because 

consumption pattern adjust with a time lag to changes in income 

 

Cross Elasticity of Demand. 

The cross elasticity of demand refers to the degree of responsiveness of demand for a 

commodity to a given change in the price of some related commodity. The related 

commodity may be substitute or complementary.  The coefficient of cross elasticity of 

demand could be measured by the following formula: 

                                                                

                                                                Percentage change in quantity demand of X 

      Cross Elasticity of Demand =              

                                                                       Percentage change in Price of Y 

In the algebraic form it could be presented as 

                                                    Ey = [ΔQx/Qx/ [ΔPy/Py] 

Where 

                Ec       =      Coefficient of Cross Elasticity of Demand   

                ΔQx    =      Change in Quantity Demand of x 

                 Qx     =       Initial Quantity demand of x 

                ΔPy     =       Change in price of Y 

                 Py      =        Initial price of Y 
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The concept of cross elasticity of demand can be useful in determining competitive 

price strategy and policy in the substitute goods or complementary goods such as coco cola or 

Pepsi, tea or coffee.   Coefficient of cross elasticity of demand here is taken, as a measure of 

effect of a change in the price of coco cola on the demand for Pepsi. Similar is the case with 

respect to tea or coffee. 

Types of Cross Elasticity of Demand: 

1. Positive: 

When goods are substitute of each other then cross elasticity of demand is positive. In other 

words, when an increase in the price of Y leads to an increase in the demand of X. For 

instance, with the increase in price of tea, demand of coffee will increase. 

In fig. 21 quantity has been measured on OX-axis and price on OY-axis. At price OP of Y-

commodity, demand of X-commodity is OM. Now as price of Y commodity increases to 

OP1 demand of X-commodity increases to OM1 Thus, cross elasticity of demand is positive. 

 
2. Negative: 

In case of complementary goods, cross elasticity of demand is negative. A 

proportionate increase in price of one commodity leads to a proportionate fall in the demand 

of another commodity because both are demanded jointly. In fig. 22 quantity has been 

measured on OX-axis while price has been measured on OY-axis. When the price of 

commodity increases from OP to OP1 quantity demanded falls from OM to OM1. Thus, cross 

elasticity of demand is negative. 

 

http://cdn.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image0024.jpg
http://cdn.economicsdiscussion.net/wp-content/uploads/2015/05/image18.png
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3. Zero: 

Cross elasticity of demand is zero when two goods are not related to each other. For 

instance, increase in price of car does not effect the demand of cloth. Thus, cross elasticity of 

demand is zero. It has been shown in fig. 23. 

 
Therefore, it depends upon substitutability of goods. If substitutability is perfect, cross 

elasticity is infinite; if on the other hand, substitutability does not exist, cross elasticity is 

zero. In the case of complementary goods like jointly demanded goods cross elasticity is 

negative. A rise in the price of one commodity X will mean not only decrease in the quantity 

of X but also decrease in the quantity demanded of Y because both are demanded together. 

Advertising elasticity of Demand: 

Advertisement elasticity of sales refers to responsiveness of sales with proportionate 

or percentage change in advertisement expenditure. It helps in determining the optimum level 

of expenditure on advertisement of an organization.it can be measured from the following 

formula: 

eA = Change in sales/Change in advertisement cost 

Change in sales = Increase in sales (∆S)/Initial Sales (S) 

Change in advertisement cost = Increase in advertisement cost (∆A)/Initial advertisement cost 

(A) 

The symbolic representation of the formula is as follows: 

eA = ∆S/S : ∆A/A 

 

eA = ∆S/S * A/∆A 

 

eA = ∆S/∆A * A/S 

 

 

 

 

http://cdn.economicsdiscussion.net/wp-content/uploads/2015/05/image9.png
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Measurement of Price elasticity of Demand: 

 

The Point Method: 

Prof. Marshall devised a geometrical method for measuring elasticity at a point on the 

demand curve. Let RS be a straight line demand curve in Figure 11.2. If the price falls from 

PB(=OA) to MD(=OC). the quantity demanded increases from OB to OD. Elasticity at point 

P on the RS demand curve according to the formula is: Ep = ∆q/∆p x p/q 

 
Where ∆ q represents changes in quantity demanded, ∆p changes in price level while p and q 

are initial price and quantity levels. 

From Figure 11.2 

∆ q = BD = QM 

∆p = PQ 

p = PB 

q = OB 

Substituting these values in the elasticity formula: 

 

http://cdn.yourarticlelibrary.com/wp-content/uploads/2013/10/clip_image0124.jpg
http://cdn.yourarticlelibrary.com/wp-content/uploads/2013/10/clip_image0142.jpg
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With the help of the point method, it is easy to point out the elasticity at any point 

along a demand curve. Suppose that the straight line demand curve DC in Figure 11.3 is 6 

centimetres. Five points L, M, N, P and Q are taken oh this demand curve. The elasticity of 

demand at each point can be known with the help of the above method. Let point N be in 

themiddle of the demand curve. So elasticity of demand at point. 

 

 
 

We arrive at the conclusion that at the mid-point on the demand curve the elasticity of 

demand is unity. Moving up the demand curve from the mid-point, elasticity becomes 

greater. When the demand curve touches the Y-axis, elasticity is infinity. Ipso facto, any 

point below the mid-point towards the X-axis will show elastic demand. 

Elasticity becomes zero when the demand curve touches the X-axis. 

The Arc Method: 

We have studied the measurement of elasticity at a point on a demand curve. But 

when elasticity is measured between two points on the same demand curve, it is known as arc 

elasticity. In the words of Prof. Baumol, “Arc elasticity is a measure of the average 

responsiveness to price change exhibited by a demand curve over some finite stretch of the 

curve.” 

http://cdn.yourarticlelibrary.com/wp-content/uploads/2013/10/clip_image0163.jpg
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Any two points on a demand curve make an arc. The area between P and M on the DD curve 

in Figure 11.4 is an arc which measures elasticity over a certain range of price and quantities. 

On any two points of a demand curve the elasticity coefficients are likely to be different 

depending upon the method of computation. Consider the price-quantity combinations P and 

M as given in Table 11.2. 

                                                    
The Total Outlay Method: 

Marshall evolved the total outlay, total revenue or total expenditure method as a 

measure of elasticity. By comparing the total expenditure of a purchaser both before and after 

the change in price, it can be known whether his demand for a good is elastic, unity or less 

elastic. Total outlay is price multiplied by the quantity of a good purchased: Total Outlay = 

Price x Quantity Demanded. 

There are three possibilities: 

  (i) If with a fall in price (demand increases) the total expenditure increases or with a 

rise in price (demand falls), the total expenditure falls, in that case the elasticity of demand is 

greater than one i.e. ED > 1. 

(ii) If with a rise or fall in the price (demand falls or rises respectively), the total 

expenditure remains the same, the demand will be unitary elastic or ED = 1. 

(iii) If with a fall in price (Demand rises), the total expenditure also falls, and with a 

rise in price (Demand falls) the total expenditure also rises, the demand is said to be less 

classic or elasticity of demand is less than one (ED < 1). 

 

http://cdn.yourarticlelibrary.com/wp-content/uploads/2013/10/image3.png
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UNIT-III 

Cost and Revenue Analysis 

Cost Concepts 

Production analysis, discussed so far, relate physical output to physical inputs. Cost 

analysis, to be discussed in this section, deals with various types of costs and their role in 

decision-making, and the cost and output relationships. This analysis equips the future 

mangers of business houses with various cost concepts suitable for various business 

decisions. The kind of cost concept to be used in a particular situation depends upon the 

business decisions to be made. Cost considerations enter in to almost every business decision, 

and it is important, though sometimes difficult, to use the right kind of cost. Hence an 

understanding of the meaning of various concepts is essential for clear business thinking. 

Classification of Costs: 

1. Real Cost: 

The term “real cost of production” refers to the physical quantities of various factors 

used in producing a commodity. 

In other-words—Real cost signifies the aggregate of real productive resources 

absorbed in the production of a commodity or a service. 

Marshall has described “real cost” as the production of a commodity generally 

requires many different kinds of labour and the use of capital in many forms. 

2. Opportunity Cost: 

The opportunity cost is also known as ‘transfer cost’ or ‘alternate cost’. 

Prof. Lipsey has defined it as “the opportunity cost of using any factor is what is currently 

forgone by using it.” 

Whereas Mrs. Joan Robinson has defined opportunity cost in terms of transfer cost. 

According to her, ‘The price which is necessary to retain a given unit of factor in a certain 

industry may be called its transfer earning or transfer price.” 

 3. Money Cost: 

‘Money Cost’ is the monetary expenditure on inputs of various kinds. It is that total 

money expenses incurred by a firm in producing a commodity. They include wages and 

salaries of labour; cost of raw-material, expenditure on machines and equipment, depreciation 

and obsolescence charges on machines building and other capital goods; rent on building; 

interest on capital invested and borrowed ; normal profits of business, expenses on power, 

light, fuel, advertisement and transportation, insurance charges and all types of taxes. 
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The money cost includes both: 

(a) Implicit Costs 

(b) Explicit Costs 

(a) Explicit Costs: 

This includes those payments which are made by the producer to those factors of 

production which do not belong to the producer himself. These costs are mostly in the nature 

of contractual payment made by the producer to the owner of those factors whose services 

were bought by him for the purpose of production, e.g., the payment made for raw- materials, 

power, light, fuel the wages and salaries paid to the workers and other staff, the rent paid on 

the land and the interest paid on the borrowed capital etc. Payments on all such accounts will 

be included in explicit cost. 

(b) Implicit Costs: 

Implicit costs are also known as imputed costs. These costs arise in the case of those 

factors which are possessed and supplied by the producer himself. Here we cannot assign 

exact money value but can term them in imputed values, e.g., a producer may contribute his 

own building or premises for running the business, his own capital and working also as 

Managing Director of the firm. 

As such he is entitled to get rent on his own premises, interest on capital contributed 

by him and also salary for his work as Managing Director. All these items will be included in 

the implicit costs. 

4. Production Costs: 

Production costs have been called as the total amount of money spent in the 

production of goods. They include the cost of raw materials and freight thereon, the costs of 

manufacture, i.e., the wages of workers engaged in the manufacture of the commodity and 

salaries of the manager and other office staff including those of peons etc. 

They also include and cover other overheads expenses like—rent, interest on capital, 

taxes, insurance and other incidental expenses like—cost of repairs and replacements. They 

include both prime costs and supplementary costs. 

5. Selling Costs: 

Selling costs are the costs of marketing, advertisement and salesmanship. These costs 

are incurred to attract customers, expand market and capture more business and retain the 

existing business. These costs are the essential costs of the competitive economy. 

They are especially important in the case of imperfect competition in which goods are 

not identical but substitutes. The manufacturers resort to what is called product differentiation 

in order to change the demand curve of a particular seller to his advantage. 
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Selling costs are an important aspect of an imperfect market and have no place in a 

fully competitive market where the dealers are supposed to be fully aware of the quality of 

the goods and the conditions of the market. 

Fixed Costs 

Fixed costs are costs that don’t change with the quantity of output produced. That is, 

they have to be paid even if there is no production output at all. For example, if you want to 

open a burger restaurant, you will need to pay rent for your location. Let’s say USD 1,000 per 

month. This is a fixed cost, because it does not matter if and how many burgers you sell, you 

will still have to pay rent. Similarly you’ll have to pay your waitress’ salary, regardless of the 

quantity of burgers she serves. If she earns USD 1,000 per month, your total fixed costs add 

up to USD 2,000 per month. 

Variable Costs 

Variable costs are costs that change with the quantity of output produced. That is, they 

usually increase as output increases and vice versa. Unlike fixed costs, variable costs are not 

incurred if there is no production. Therefore, they are usually reported per unit. For example, 

in the case of your imaginary burger restaurant, the costs of meat, burger buns, lettuce, and 

BBQ sauce would be considered variable costs. Let’s assume all ingredients add up to USD 5 

per burger. If you sell 20 burgers and your only variable costs are the costs of the ingredients, 

your total variable costs result in USD 100. By contrast, if you sell 200 burgers, your total 

variable costs add up to USD 1,000. If you don’t sell any burgers at all, your total variable 

costs are zero. Simply put, you don’t have to buy buns if you are not going to serve any 

burgers. 

Total Costs 

Total costs are the sum of total fixed costs and total variable costs. They include all 

costs that are incurred during the production process. Again, let’s say you managed to sell 

200 burgers in your first month. In that case, your total costs of running your burger 

restaurant add up to USD 3’000 (i.e. USD 2,000 fixed costs + USD 1,000 variable costs). 

Average Costs 

Average costs are the total costs divided by the quantity of output (i.e. the number of 

units produced). They are an important factor when it comes to making production decisions, 

because they tell us how much a typical unit of output costs. In addition to average total costs 

we can also calculate average fixed costs (i.e. total fixed costs / number of units produced) 

and average variable costs (i.e. total variable costs / number of units produced). In our 

example above, the average total costs of producing a typical burger are USD 15 (USD 3,000 

/ 200 burgers). Meanwhile, the average fixed costs are USD 10 per burger and the average 

variable costs add up to USD 5 per burger. 
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Marginal Costs 

Marginal costs are the costs of producing one more unit of output. That is, they tell us 

by how much total costs increase if an additional unit is produced. Marginal costs are an 

important factor for decision making in the context of production processes, because they can 

be used to calculate the optimal level of output. 

Diagram of Costs 

Average Cost Curves 

                          

 ATC (Average Total Cost) = Total Cost / quantity 

 AVC (Average Variable Cost) = Variable cost / quantity 

 AFC (Average Fixed Cost) = Fixed cost / quantity 

 

 

Total costs 

                    

https://www.economicshelp.org/wp-content/uploads/2008/01/costs-ac-avc-atv-afc-rg1.jpg
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Total cost (TC) = Variable cost (VC) + fixed costs (FC) 

Diagram Showing Marginal Cost 

      

Cost Function 

The concept cost function refers to the mathematical relation between cost of a 

product and the various determinants of costs.in cost function the dependent variable is unit 

cost or total cost and the independent variables are the price of a factor, the size of the output 

or any other relevant phenomenon which has a bearing on cost. Symbolically we may state 

the function as 

   C = f(O, S, T,U, P…..) 

Where,   C is Cost 

   O is level of output 

   S is Size of plant 

   T is time under consideration 

   P is the prices of factors of production  
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Cost Function in Short Run:  

In the short-run period, factors, such as land and machinery, remain the same. 

On the other hand, factors, such as labor and capital, vary with time. In the short run, 

the expansion is done by hiring more labor and increasing capital. The existing size of the 

plant or building cannot be increased in case of the short run. 

Following are the cost concepts that are taken into consideration in the short run: 

i. Total Fixed Costs (TFC):  

Refer to the costs that remain fixed in the short period. These costs do not change 

with the change in the level of output. For example, rents, interest, and salaries. In the words 

of Ferguson, “Total fixed cost is the sum of the ‘short run explicit fixed costs and implicit 

costs incurred by the entrepreneur.” Fixed costs have implication even when the production 

of an organization is zero. These costs are also called supplementary costs, indirect costs, 

overhead costs, historical costs, and unavoidable costs. 

TFC remains constant with respect to change in the level of output. Therefore, the 

slope of TFC curve is a horizontal straight line. 

Figure-3 depicts the TFC curve: 

                                        

As shown in Figure-3, TFC curve is horizontal to x- axis. From Figure-3, it can be seen that 

TFC remains the same at all the levels with respect to change in the level of output. 

ii. Total Variable Costs (TVC): 

Refer to costs that change with the change in the level of production. For example, 

costs incurred on purchasing raw material, hiring labor, and using electricity. According to 

Ferguson, “total variable cost is the sum of amounts spent for each of the variable inputs 

used” If the output is zero, then the variable cost is also zero. These costs are also called 

prime costs, direct costs, and avoidable costs. 

 

http://cdn.economicsdiscussion.net/wp-content/uploads/2015/01/clip_image00232.jpg
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Figure-4 shows the TVC curve: 

                                     

In Figure-4, it can be seen that TVC curve changes with the change in the level of output. 

iii. Total Cost (TC): 

Involves the sum of TFC and TVC. 

It can be calculated as follows: 

Total Cost = TFC + TVC 

TC also changes with the changes in the level of output as there is a change in TVC. 

Figure-5 shows the total cost curve derived from sum of TVC and TFC: 

                              

It should be noted that both TVC and TC increase initially at decreasing rate and then they 

increase at increasing rate Here, decreasing rate implies that the rate at which cost increases 

with respect to output is less, whereas increasing rate implies the rate at which cost increases 

with respect to output is more. 

iv. Average Fixed Costs (AFC): 

Refers to the per unit fixed costs of production. In other words, AFC implies fixed 

cost of production divided by the quantity of output produced. 

http://cdn.economicsdiscussion.net/wp-content/uploads/2015/01/clip_image00413.jpg
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It is calculated as: 

AFC = TFC/Output 

TFC is constant as production increases, thus AFC falls. 

Figure-6 shows the AFC curve: 

                                 

In Figure-6 AFC curve is shown as a declining curve, which never touches the 

horizontal axis. This is because fixed cost can never be zero. The curve is also called 

rectangular hyperbola, which represents that total fixed costs remain same at all the levels. 

v. Average Variable Costs (AVC): 

Refer to the per unit variable cost of production. It implies organization’s variable 

costs divided by the quantity of output produced. 

It is calculated as: 

AVC = TVC/ Output 

Initially, AVC decreases as output increases. After a certain point of time, AVC increases 

with respect to increase in output. 

Thus, it is a U- shaped curve, as shown in Figure-7: 

                                  

http://cdn.economicsdiscussion.net/wp-content/uploads/2015/01/clip_image00610.jpg
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vi. Average Cost (AC): 

Refer to the total costs of production per unit of output. 

AC is calculated as: 

AC = TC/ Output 

AC is also equal to the sum total of AFC and AVC. AC curve is also U-shaped curve 

as average cost initially decreases when output increases and then increases when output 

increases. 

Figure-8 shows the AC curve: 

                            

vii. Marginal Cost: 

Refer to the addition to the total cost for producing an additional unit of the product. 

Marginal cost is calculated as: 

MC = TCn = TCn-1 

n= Number of units produced 

It is also calculated as: 

MC = ∆TC/∆Output 

MC curve is also a U-shaped curve as marginal cost initially decreases as output 

increases and afterwards, rises as output increases. This is because TC increases at decreasing 

rate and then increases at increasing rate. 
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Figure- 9 shows the MC curve: 

                               

Cost Function in Long Run: 

In the long run, all the factors of production used by an organization vary. The 

existing size of the plant or building can be increased in case of long run. 

There are no fixed inputs or costs in the long run. Long run is a period in which all the 

costs change as all the factors of production are variable. 

There is no distinction between the Long run Total Costs (LTC) and long run variable 

cost as there are no fixed costs. It should be noted that the ability of an organization of 

changing inputs enables it to produce at lower cost in the long run. 

1. Long Run Total Cost: 

Long run Total Cost (LTC) refers to the minimum cost at which given level of output 

can be produced. According to Leibhafasky, “the long run total cost of production is the least 

possible cost of producing any given level of output when all inputs are variable.” LTC 

represents the least cost of different quantities of output. LTC is always less than or equal to 

short run total cost, but it is never more than short run cost. 

The LTC curve is shown in Figure-10: 
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As shown in Figure-10, short run total costs curves; STC1, STC2, and STC3 are 

shown depicting different plant sizes. The LTC curve is made by joining the minimum points 

of short run total cost curves. Therefore, LTC envelopes the STC curves. 

2. Long Run Average Cost: 

Long run Average Cost (LAC) is equal to long run total costs divided by the level of 

output. The derivation of long run average costs is done from the short run average cost 

curves. In the short run, plant is fixed and each short run curve corresponds to a particular 

plant. The long run average costs curve is also called planning curve or envelope curve as it 

helps in making organizational plans for expanding production and achieving minimum cost. 

Figure-11 shows the derivation of LAC curve: 

                                

Suppose there are three sizes of the plant and no other size of the plant can be built. In 

short run, the plant sizes are fixed thus, organization increase or decrease the variable factors. 

However, in the long run, the organization can select among the plants which help in 

achieving minimum possible cost at a given level of output. 

From Figure-11, it can be noted that till OB amount of production, it is beneficial for 

the organization to operate on the plant SAC2 as it entails lower costs than SAC1. If the plant 

SAC2 is used for producing OA, then cost incurred would be more. Thus, in the long run, it is 

clear that the producer would produce till OB on plant SAC2. On SAC2, the producer would 

produce till OC amount of output. If an organization wants to exceed output from OC, it will 

be beneficial to produce at SAC3 than SAC2. 

Thus, in the long run, an organization has a choice to use the plant incurring minimum 

costs at a given output. LAC depicts the lowest possible average cost for producing different 

levels of output. The LAC curve is derived from joining the lowest minimum costs of the 

short run average cost curves. 

It first falls and then rises, thus it is U- shaped curve. The returns to scale also affect 

the LTC and LAC. Returns to scale implies a change in output of an organization with a 

change in inputs. In the long run, the output changes with respect to change in all inputs of 

production. 

http://cdn.economicsdiscussion.net/wp-content/uploads/2015/01/clip_image00313.jpg
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In case of increasing returns to scale (IRS), organizations can double the output by 

using less than twice of inputs. LTC increases less than the increase in the output, thus, LAC 

falls. In case of constant returns to scale (CRS), organizations can double the output by using 

inputs twice. 

LTC increases proportionately to the output; therefore, LAC becomes constant. On 

the other hand, in case of decreasing returns to scale (DRS), organizations can double the 

output by using inputs more than twice. Thus, LTC increases more than the increase in 

output. As a result, LAC increases. 

Figure-12 shows the effect on LAC because of returns to scale: 

                     

As shown in Figure-12, up to M, LAC slopes downward. This is because at this stage IRS is 

applied. On the other hand, at M, LAC becomes constant. After M, LAC slopes upwards 

implying DRS. 

3. Long Run Marginal Cost: 

Long run Marginal Cost (LMC) is defined as added cost of producing an additional 

unit of a commodity when all inputs are variable. This cost is derived from short run marginal 

cost. On the graph, the LMC is derived from the points of tangency between LAC and SAC. 

LMC curve can be learned through Figure-13: 

                      

If perpendiculars are drawn from point A, B, and C, respectively; then they would 

intersect SMC curves at P, Q, and R respectively. By joining P, Q, and R, the LMC curve 

http://cdn.economicsdiscussion.net/wp-content/uploads/2015/01/clip_image00510.jpg
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would be drawn. It should be noted that LMC equals to SMC, when LMC is tangent to the 

LAC. 

In Figure-13, OB is the output at which: 

SAC2 = SMC2 = LAC = LMC 

We can also draw the relation between LMC and LAC as follows: 

When LMC < LAC, LAC falls 

When LMC = LAC, LAC is constant 

When LMC > LAC, LAC rises 

Revenue Types: Total, Average and Marginal Revenue! 

The term revenue refers to the income obtained by a firm through the sale of goods at 

different prices. In the words of Dooley, ‘the revenue of a firm is its sales, receipts or 

income’. 

The revenue concepts are concerned with Total Revenue, Average Revenue and 

Marginal Revenue. 

                    

1. Total Revenue: 

The income earned by a seller or producer after selling the output is called the total 

revenue. In fact, total revenue is the multiple of price and output. The behavior of total 

revenue depends on the market where the firm produces or sells. 

“Total revenue is the sum of all sales, receipts or income of a firm.” Dooley 

Total revenue may be defined as the “product of planned sales (output) and expected 

selling price.” Clower and Due 

“Total revenue at any output is equal to price per unit multiplied by quantity sold.” Stonier 

and Hague 
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2. Average Revenue: 

Average revenue refers to the revenue obtained by the seller by selling the per unit 

commodity. It is obtained by dividing the total revenue by total output. 

“The average revenue curve shows that the price of the firm’s product is the same at 

each level of output.” Stonier and Hague 

     

3. Marginal Revenue: 

Marginal revenue is the net revenue obtained by selling an additional unit of the 

commodity. “Marginal revenue is the change in total revenue which results from the sale of 

one more or one less unit of output.” Ferguson. Thus, marginal revenue is the addition made 

to the total revenue by selling one more unit of the good. In algebraic terms, marginal 

revenue is the net addition to the total revenue by selling n units of a commodity instead of n 

– 1. 
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Therefore,  

                  

A. Koutsoyiannis, “The marginal revenue is the change in total revenue resulting from 

selling an additional unit of the commodity.” 

If total revenue from (n) units is 110 and from (n – 1) units is 100. 

in that case 

MRnth = TRn – TRn _ 1 = 100 – 100 

MRnth = 10 

MR in mathematical terms is the ratio of change in total revenue to change in output 

MR = ∆TR/∆q or dR/dq = MR 

Total Revenue, Average Revenue and Marginal Revenue: 

The relation of total revenue, average revenue and marginal revenue can be explained 

with the help of table and fig. 

Table Representation: 

The relationship between TR, AR and MR can be expressed with the help of a table 1. 

 

http://cdn.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image0082.jpg
http://cdn.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image0102.jpg


  Business Economics 
 

O.Nataraj R K  Page 51 
 

From the table 1 we can draw the idea that as the price falls from Rs. 10 to Re. 1, the 

output sold increases from 1 to 10. Total revenue increases from 10 to 30, at 5 units. 

However, at 6th unit it becomes constant and ultimately starts falling at next unit i.e. 7th. In 

the same way, when AR falls, MR falls more and becomes zero at 6th unit and then negative. 

Therefore, it is clear that when AR falls, MR also falls more than that of AR: TR increases 

initially at a diminishing rate, it reaches maximum and then starts falling. 

The formula to calculate TR, AR and MR is as under:  

TR = P x q 

Or TR = MR1 + MR2 + MR3 + MR3 +….. MR„ 

TR 

AR = TR/q MR = TRn – TRn _ x 

In fig. 1 three concepts of revenue have been explained. The units of output have been 

shown on horizontal axis while revenue on vertical axis. Here TR, AR, MR are total revenue, 

average revenue and marginal revenue curves respectively. 

In figure 1 (A), a total revenue curve is sloping upward from the origin to point K. 

From point K to K’ total revenue is constant. But at point K’ total revenue is maximum and 

begins to fall. It means even by selling more units total revenue is falling. In such a situation, 

marginal revenue becomes negative. 

Similarly, in the figure 1 (B) average revenue curves are sloping downward. It means 

average revenue falls as more and more units are sold. 

In fig. 1 (B) MR is the marginal revenue curve which slopes downward. It signifies 

the fact that MR with the sale of every additional unit tends to diminish. Moreover, it is also 

clear from the fig. that when both AR and MR are falling, MR is less than AR. MR can be 

zero, positive or negative but AR is always positive. 
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Production: 

Production is an organized activity of transforming inputs into outputs. Inputs refer to 

all those things, which a firm buys to produce a particular product. Output means the quantity 

of goods in the finished form produced by the firms by using the inputs. The term inputs has 

a wider connotation than the term factors of production. Inputs refer not only to the various 

factors of production like the land, labour, capital and organization, but include all those 

things bought by the firms as necessary for production a commodity.  

Production thus always results in either the addition of values or the creation of 

utilities. To quote James Bates and J.R. Parkinson : “ Production is the organized activity of 

transforming resources into finished products in the form of goods and services; and the 

objective of production is to satisfy the demand for such transformed resources. The net 

output of an enterprise consists of the value added to materials by the processes of 

production”.  

PRODUCTION FUNCTION  

A production function denotes the relationship between the physical inputs and 

physical outputs of a firm. It shows the technological relationship between the physical inputs 

and physical outputs of a firm.  

                                  α= f [L.Lb, C. M. T]  

Where stands for output;  

L denotes land employed in the production of α ;  

Lb implies labour used in the production of α 

C indicated capital invested in the production of α;  

M stands for management required for producing α ;  

T denotes technology employed in the production of α 

f indicates the function. 

A famous statistical production function is Cobb-Douglas „ Production function, Paul 

H. Douglas and C. W. Cobb of the USA have studied the production function of the 

American manufacturing industries. In its original form, the Cobb-Douglas Production 

Function applies not to an individual firm, but to the whole of manufacturing in the United 

States. In this case, output is manufacturing production inputs used are labour and capital. 

The conclusion drawn form this famous statistical study is that labour contributed about ¾th 

and capital about ¼th of the increases in the manufacturing production. Cobb-Douglas 

function is stated as:  

Q = KLa C(1-a)  

Where Q is output, L the quantity of labour and C the quantity of capital, K are 

positive constants. The function is linear and homogeneous. It shows constant returns to 

scale.  

 

Cob-Douglas are pioneers in estimating a production function of this form for 

American manufacturing industry using annual time series data for the period 1899 – 1922. 

Their estimated statistical production function was; 

Y = 1.01 L0.75 C0.25  
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In the logarithmic form it can be written as: 

log Y= log 1.01 + 0.75 log L + 0.25 log C 

 In this production function 0.75 is production elasticity of labour. It shows every 1 per 

cent increase in labour leads to 0.75% increase in production. Similarly 0.25 is production 

elasticity of capital. In this production function sum of production elasticities is (0.75 + 

0.25=1).  It means, 1 per cent simultaneous increase in both inputs leads to 1per cent increase 

in production. It shows that Cob – Douglas production function assumes constant returns to 

scale. With this type of production function total output can be estimated for any given value 

of L and C. For example, if unit of labour input used is 1000 units and units of capital input 

used is 2000 units then, output production will be: 

log Y = 1.01 + 0.75 log1000 + 0.25 log 2000 

 = 1.01 + 2.25 + 0.8253  

log Y = 4.0853 

        Y   = Antilog 4.0853 

        Y   = 12170 

 

If input use level increased by 10% i.e labour input increased from 1000 units to 1100 

units and capital input increased form 2000 units 2200 units then the resulting output change 

is as follows. 

log Y  =1.01 + 0.75 log 1100 + 0.25 log 2200 

   =1.01 + 2.28104 + 0.83561 

log Y = 4.12665 

        Y   = Antilog 4.12665 

        Y   = 13386 

Due to increase in input use level by 10 per cent output has increased from 12170 to 

13385 i.e approximately by 10 per cent increase in output. It shows that Cab Douglas 

production function assumes constant returns to scale.  

So production function is technological relationship describing the manner and extent 

to which a particular product responds to change in quantity of input, at the given level of 

technology. While estimating the effect of input use on the production level we assume that 

technology remains constant. But in practice technological changes also influences the 

production growth, for example improvement in seeds technology brought about considerable 

growth in crop yield. Statistical production function clearly revealed the fact that the 

production function is the technological relationship explaining the maximum amount of 
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output capable of being produced by each and every set of specified inputs, in the given state 

of technical knowledge. 

 

Producers have to face various production decision problems. Production function is 

useful in such production decision-making process. 

 Producer has to decide what is the most profitable amount of resource to use in the 

production of a commodity. Because with the change in the input use level factor 

productivity goes on changing. This will be discussed in the factor product- 

relationship or laws of production. 

 Various combinations of two or more inputs can produce a particular output level 

of a product. Hence, producer has to decide the least cost combination of inputs to 

produce a specific amount of a given commodity. This we shall discuss in the 

“least cost combinations of inputs”. 

 Having certain amount of resources a producer can produce various combinations 

of output of different commodities. So he has to choose the most profitable 

product mix to produce in order to maximize his profit.  

 

The next section deals with the input-output relation (i.e. laws of production). 

Production analysis (or theory of production) considers two types relationships viz. Short-run 

relationships and long-run relationships. Short-run is long enough to alter the variable but 

not the fixed resources for production. In this time period certain inputs are fixed and others 

are variable. It is called laws of returns.  Long run is long enough to alter both the variable 

and the fixed resources for production; but cannot alter the technology. In this time period all 

inputs are variable there will be no fixed inputs. It is called laws of returns to scale.  

 

Economic theory considers two kinds of input-output relations in production functions 

: (1) the relation where quantities of certain inputs are fixed and quantities of other inputs 

vary ; and (2) the relation where all inputs are variable. The first type of production function 

explains the Law of Variable Proportions or non-proportional Returns and the second type of 

production function deals with the Law of Returns to Scale.  

Production function is of immense utility to the managers and executives in the 

decision-making process at the firm-level. it helps in computing the least-cost input 

combination for given output or maximum output-input combination for a given cost. It is 

useful in arriving at optimum and economic combination of inputs for getting a certain set 

level of output. 

LAWS OF PRODUCTION  

Production analysis in economic theory considers two types of input output 

relationships: (1) when quantities of certain inputs are fixed and others are variable ; and (2) 

when all inputs are variable. These two types of relationship have been explained in the form 
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of laws : Law of Variable Proportions ; (ii) Laws of Returns to scale. Let us, therefore, briefly 

analysis these laws of production. 

According to Stigler, the production function is "the name given to relationship 

between rates of input of productive services to the rates of product output and it is 

economist’s summary of technological knowledge". We have also said that in the simplest 

form, it is the relationship between "Input and output" and further this relationship 

can be studied with reference to two laws : 

A. Law of variable proportion 

B. Laws of returns to scale 

In case of former quantities of some factors are fixed while that of others are varied 

and in case 

of later all factors are variable. 

Before discussing law of variable proportion let us consider the following definitions which 

will 

help in understanding the law. 

1. Total Physical Product : Total quantity of output produced in physical units by a firm 

during a period of time. 

 
 

It is necessary to make clear distinction between (a) Short run, (b) Long run and 

(c) Very long run. These are the three time spans for decision - making for a firm. At any 

given time a firm is less than perfectly flexible which means when firm enters in Industry, it 

comes with certain size or capacity and commitment. It has commitment to buy contain 
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minimum material inputs or have leased land for some years or firm has some fixed 

obligations at any given time and therefore we say it is a less than perfectly flexible. 

 

Short Run:  

It is period of time during which at least one of the firms input cannot be varied. It is 

not possible to tell how long short run will last. For a small house painting firm it may be for 

2 days because two days are enough to buy more equipment and hire more workers /painters. 

But for steel making firm short run lasts for 4 years even as 4 years is the time it takes to 

change furnace and built separate plant, building, add more furnaces etc. In other words steel 

plant has a commitment to its present plant for 4 years. 

 

Long Run: 

 It is the period of time long enough to make all the changes that a firm wants to make 

within limits of existing or present production function. This is the second time span in which 

business decisions are made. Except level of technology, everything else changes in the long 

run. When new technology is introduced and production function itself changes then it is a 

case of a very long run. 

 

Very Long Run:  

It is the period of time long enough that the whole new technology can be introduced 

and production function itself is changed. 

 

Production function with one variable: 

 

The Law Of Diminishing Returns or The Law of Variable Proportion. Or The 

Laws of Returns 

 

Introduction: 

Law of variable proportion occupies an important place in economic theory. This law 

examines the production function with one factor variable, keeping the quantities of other 

factors fixed. In other words, it refers to the input output relation when the output is increased 

by varying the quantity of one input. When the quantity of one factor is varied, keeping the 

quantity of the other factors constant, the proportion between the variable factor and the fixed 

factor is altered; the ratio of employment of the variable factor to that of the fixed factor goes 

on increasing as the quantity of the variable factor is increased. Since under this law, we 

study the effects on output variations in factor proportions, this is known as the law of 

variable proportions. The law of variable proportions is the new name for the famous 

"Law of Diminishing Returns" of classical economics. 
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Statement of the Law: 

 

1) As equal increments of one input are added; the inputs of other productive 

services being held, constant, beyond a certain point the resulting increments of product 

will decrease, i.e., the marginal product will diminish". (G. Stigler) 

2) As the proportion of one factor in a combination of factors is increased, after a 

point, first the marginal and then the average product of that factor will diminish". 

(F. Benham) 

3) An increase in some inputs relative to other fixed inputs will, in a given state 

of technology, cause output to increase; but after a point the extra output resulting from 

the same additions of extra inputs will become less and less". (P. A. Samulson) 

 

It is obvious form the above definitions of the Law of variable proportions (or the law 

of diminishing returns) that it refers to the behaviour of output as the quantity of one factor is 

increased, keeping the quantity of other factors fixed and further it states that the marginal 

product and average product will eventually decline. 

 

Assumptions of the Law of Variable Proportion: 

The law of variable proportion (or diminishing returns) as stated above holds good 

under the following conditions: 

1) The state of technology is assumed to be given and unchanged. It there is 

improvement in technology, then marginal and average product may rise instead of 

diminishing. 

2) There must be some inputs whose quantity is kept fixed. It is only in this way that, 

we can alter the factor proportions and know its effects on output. 

3) The law is based upon the possibility of varying the proportions in which the 

various factors can be combined to produce a product. The law does not apply to those cases 

where the factors must be used in fixed proportions to yield a product. 

4) Homogeneous nature of units of variable factor is assumed. 

5) It is assumed that units of variable factor are divisible in to smaller homogeneous 

units. This assumption may not always be true. 

6) While discussing the Law of Returns money and monetary value of output is not at 

all taken into consideration. Only physical relationship between factor inputs and output of 

products is considered. 

 

Explanation of the Law of Diminishing Returns (Variable proportion) with the help of 

a table : 
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     2) M. P. is less than A. P., when A. P. is decreasing. 

     3) The A. P. remains constant when M. P. and A. P. are equal. Also, when A. P. is 

maximum M. P. equals A. P. 

     4) Total product is maximum when M. P. is zero. 

     5) M. P. becomes negative when T. P. falls. 

     6) It will be noticed from the table that when 1 to 4 workers are employed, the marginal 

product goes on increasing. This is the phase of 'Increasing Returns'. 

     7) When workers 4, 5 and 6 are employed we notice that in their case, that M. P. is 20, 20, 

20. This is the phase when the 'Law of Constant Returns' is in operation. 
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     8) Form 7 to 11 workers, it is noticed that though T. P. is increasing, the M. P. goes on 

decreasing. This is the phase of 'Diminishing Returns'. This phase may also be called the 

phase of 'Diminishing Marginal Returns'. Thus, we observe that the 'Law of Diminishing 

Marginal Returns' (M. P.) is in operation in the third phase. 

 

Thus, the Law of Returns states that, if one factor of production (Land or Capital) is 

held constant and other factor is varied, for sometime the Law of Increasing Returns, then the 

Law of Constant Returns and finally the Law of Diminishing Returns come into operation. 

 

Diagrammatic illustration of the law of diminishing returns (variable proportion) 

Three stages of the Law of Variable Proportions or diminishing returns 

The following figure is a diagrammatic presentation of the Laws of Returns roughly 

representing the figures in the table given before. 

 
Three stages of the law of diminishing returns (variable proportions) point H is the 

maximum point of T. P. when M. P. = O. 

It will be observed from the figure that the T. P. curve goes on increasing to a point and after 

that it starts declining. A. P. and M. P. curves also rise and then decline. M. P. curve starts 

declining earlier than the A. P. curve. The behaviour of the output when the varying quantity 
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of one factor is combined with a fixed quantity of other can be divided into three distinct 

stages, which are explained below : 

 

Stage I : Increasing Returns 

In this stage T. P. to a point increases at an increasing rate. In the figure from the 

origin to the point F, slope of the total product curve T. P. is increasing i.e. up to the point F, 

i.e. T.P. increases at an increasing rate, which means that M. P. rises. From the point F 

onwards during the Stage 1, the T. P. curve goes on rising but its slope is declining which 

means that from point F onwards the T. P. increases at a diminishing rate i.e. M. P. falls but it 

is positive. The point F where the total product stops at an increasing rate and starts 

increasing at a diminishing rate is called the 'point of inflexion'. Corresponding vertically to 

this point of inflexion, M. P. is maximum, after which it slopes downwards. 

 

The stage I ends where the AP curve reaches its highest point S. Stage 1 is known as 

the stage of 'increasing returns' because A. P. of the variable factor increases throughout this 

stage. It should be noted that the M. P. in this stage increases but in a later part it starts 

declining but remains greater than the A. P. so that the A. P. continues to rise. 

 

Stage II : Diminishing Returns 

In stage II, the T. P. continues to increase at a diminishing rate until it reaches its 

maximum point H where the second stage ends. In this stage both the M. P. and A. P. of the 

variable factor is zero (when T. P. is highest as shown by point H). Stage II is important 

because the firm will seek to produce in its range. This stage is known as the 'stage of 

diminishing returns' as both the A. P. and M. P. continuously fall during this stage. 

 

Stage III : Negative Returns 

In stage III T. P. declines and therefore T. P. curve slopes downwards. As a result M. 

P. of the variable factor in negative and the M. P. curve goes below the X axis. This stage is 

called the stage of negative returns, since the M. P. of the variable factor is negative during 

this stage. 

 

Explanation of the Various Stages 

1) Increasing returns: 

  In the beginning, the quantity of fixed factor is abundant relative to the quantity of the 

variable factor. As more and more units of variable factors are added to constant quantity of 

fixed factor then fixed factor gets more intensively & effectively utilized and production 

increases at a rapid rate. 

Let us consider the example through the table mentioned in the three stages of law of 

variable proportion. Through out the three stages fixed variable i.e. machinery (capital) 

remains constant. The variable factor i.e. no. of workers increase as a firm expands its 

production. A worker contributes 5 units per day to the firms output. The total product 

reaches 50 units per day when the 4th worker contributes to the production. Fuller utilization 

of capital is possible due to the addition of a variable factor. One worker cannot take full 

advantage of the capabilities of capital. When the fourth worker joins it is possible to use the 
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full potential of the capital. Moreover increasing returns can also be attributed to the principle 

of division of labour of specialization of work. The question may arise that if fixed factor is 

abundant as compared to variable factor, why fixed factor be not taken in accordance to the 

availability of variable factor. The answer is that fixed factors are fixed i.e. they are 

indivisible. The number of machinery cannot be changed in the short run. 

 

2) Diminishing returns :  

The peculiar feature of this stage is that the marginal product falls through out the 

stage and finally touches to zero. Corresponding vertically is the point H which is the highest 

point of the TP curve. Here stage II ends. In the table given on page 147, the third stage is set 

in by hiring 7th worker who adds only 15 units per day as compared to 20 units per day 

added by the 6th worker. Total product increases but gain form 7th worker is not as great as 

gain from 6th worker. 

 

Explanation to this can be given as once the point is reached at which variable factor is 

sufficient to ensure full utillisation of fixed factor, then further increase in variable factor will 

cause MP as well as AP to fall because fixed factor has now become inadequate (asagainst it 

was abundant earlier) relative to the quantity of variable factors. In stage two fixed factor is 

scarce as compared to variable factor. According to Mrs. Joan Robinson, a famous 

economist, the factors of production are imperfect substitutes for on another, the stage of 

diminishing returns occur. Fixed factor is scarce and variable factor then fixed factor would 

not have remained scarce. The paucity of fixed could have been made up by such perfect 

substitutes. If one of the variable factor added to the fixed factor were perfect substitute 

deficiency of fixed could have been made up but elasticity of substitute between factors is not 

infinite, substitution is not possible and diminishing returns occur. 

3) Negative returns :  

In this stage, marginal product falls below 'X' axis i.e. negative because total product 

starts falling. In our example this is set in by hiring 13th worker. The total product falls from 

127 units to 118 units. The large number of variable factors impairs the efficiency of the 

fixed factor. The excessive variable factor as compared to less fixed factor results in a fall of 

total output. In such a situation, a reduction in the units of the variable factor will increase the 

total output. 

Limitation of the Law of Diminishing Returns: 

There are a number of exceptions to this law. This law does not apply to all conditions 

in agriculture. 

(i) New methods of cultivation : 

As mentioned earlier, this law assumes no change in the technique of production. 

Scientific rotation of crops, better quality seeds, modern implements, fertilizers, better 

irrigation facilities, however are the changes which take place in agriculture. The marginal 

product under these conditions, will in fact increase. New methods of cultivation, therefore, 

are an exception to the law. 

(ii) New Soil : 

When new land (soil) is brought under cultivation, the marginal product will increase 

for a time; thus the law of diminishing returns does not operate in the beginning. 
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(iii) Insufficient Capital : 

If capital is not sufficient, increased used of capital, will give more than proportionate 

return, but later the marginal return will decrease. The early stage is an exception to the law 

of variable proportion. 

Application of the Law of Diminishing Returns : 

The law of diminishing returns applies to agriculture, because land if fixed. From 

society's point of view as Recardo assumed and other factors are variable. However, the law 

has universal application and operates in all fields of productive activity where one or more 

fixed factors are combined with one or more variable factors. 

Thus, if an industrial enterprise capital is kept fixed and other factors are increased, 

the marginal product will initially increase but will ultimately diminish. 

Thus, the law also operates in industries like mining, fisheries and also in building 

industries. 

 

Production function with two variables: 

 

The analysis of the multi-factor case requires mathematical tools, which is beyond the 

scope of this course. For simplicity, we will assume that a firm produces output using two 

types of inputs: labor and capital. For now, we can think of labor as representing all of the 

inputs that are variable in the short run and capital as representing all of the inputs that are 

fixed in the short-run. Under this assumption, we can define as firm's short-run production 

function as:  

Q=f(L,K)  

Where: Q = quantity of output produced 

L = amount of labor input 

K = amount of capital input 

The production function, f, is a mathematical function that provides the maximum 

quantity of output that can be produced for each possible combination of inputs used by the 

firm. A convenient way of representing this production function is through the use of a graph 

containing isoquant curves.  

Isoquants:  

An isoquant curve is a graph of all of the combinations of inputs that result in the 

production of a given level of output Figure 3.1 shows a hypothetical isoquant. In this 

diagram labour measured in horizontal axis and capital measured in vertical axis. This 

isoquant suggests that the firm could produce 50 units of output per day using either 20 units 

of labor and 5 units of capital at point C or 3 units of labor and 15 units of capital at point A. 

In fact, any combination of labor and capital along this curve allows the firm to produce 50 

units of output per day (for example point B). Note that this curve is downward sloping 

because the firm can replace workers with machines or replace machines with workers and 

still manage to produce the same level of output.  
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Figure 3.1: Isoquant Curve  

                     

In this diagram, the firm can produce 50 units of output using any of the input 

combinations given by points: A, B, or C. What happens if we compare points B and D? At 

point D, the firm is using more labor and more capital than it is using at point B. If it uses 

more of each input it could produce more total output. Thus, we know that this firm can 

produce more output at point D than at point B. Since the firm produces 50 units of output at 

points A, B, and C, the output level corresponding to point B is higher than at any of the 

points on the isoquant. More generally, we can state that any point that lies above and to the 

right of an isoquant curve corresponds to a higher level of output. Using similar logic, the 

level of output will be lower if the firm selects a combination of inputs that lies below and to 

the left of an isoquant.  

The slope or the nature of isoquant depends on the Marginal Rate of Technical 

Substitution (MRTS) or simply MRS. MRS shows the rate at which two resources can be 

substituted i.e. how much the use of one resource can be given up in order to use an 

additional unit of other input, in such a way as to maintain the same level of output. 

 

   in the use of replaced resource  X1               

MRSx1x2   =                                                                =  

   in the use of added resource                       X2 

MRS of one input for the other in other words slope of an isoquant would depend on the 

extent of substitutability of the two inputs. On the basis of the extent of the substitutability we 

can categories input-input relation into three main categories. Viz. perfect non-substitutable, 

perfect substitutable and limited substitutable (substitutes but not perfect substitutes). 

 

 Perfect Non-Substitutable: If inputs are perfectly non-substitute then such two inputs 

are to be used in fixed proportion. Certain products can be produced only if inputs are 
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used in fixed proportion at all levels of production. Inputs are perfectly non-substitute 

under such input-input relation. If input-input relation is such then isoquant will be of 

rectangular type. 

 

 Perfect Substitutes: Perfectly substitutable can be replaced each other at a constant 

rate in order to maintain the same level of output. If two inputs are perfectly 

substitutable then isoquant in such input-input relation will be a straight line which 

slopes downward from left to right. 

 

 Limited substitutable: In the production of some commodities there are some inputs, 

which are substitutable but not perfect substitutable. In the production of most of the 

commodities labour and capital are close but not perfect substitutable their 

substitutability become more and more different as one factor is substituted for 

another. When input-input relationship is such that isoquant will be convex to the 

origin. 

 

The isoquant that is convex to the origin shows the declining MRSX1X2. 

Substitutability become more difficult as X1 input is substituted for X2 input. Here two inputs 

are substitutable but not perfect substitutable because MRS x1 for X2 goes on diminishing as 

the producer goes on substituting X1 for X2. Practically, in the production of most of the 

commodities many inputs are substitutable within a certain limits. Hence, this form of 

isoquants is widely applicable in the least cost combination analysis whereas perfect 

substitutability and perfect non-substitutability is a very rare event. Hence, straight-line 

isoquant and rectangular isoquants are not much useful in this analysis.  

 

The law of diminishing MRS states that the MRS declines as the level of labor use 

rises along an isoquant. An equivalent way of stating this law is to state that isoquant curves 

are convex. Let's consider the intuition underlying this law. This law suggests that it takes a 

large amount of capital to replace a unit of labor when capital use is high but little labor is 

used. As labor becomes more plentiful and capital becomes scarcer, however, less capital is 

required to replace an additional unit of labor. Thus, the law of diminishing MRS indicates 

that it is relatively difficult to replace additional quantities of an input when the level of that 

input becomes relatively low. This seems to be characteristic of most production processes. 

Consider, for example, the situation on a farm. When a farm is highly mechanized and has 

only a small number of workers operating the farm equipment, a very large amount of capital 

would be required to replace a worker. If a firm, though, has many workers but few tools, the 

introduction of a small amount of capital (such as a tractor) can replace a relatively large 

number of workers.  

Iso-Cost Curve: 

The isoquant curve explains about the physical ways in which inputs can be combined 

to produce output. Notice that it does not tell us anything about the costs associated with 

alternative levels of input use. The next step towards the determination of optimum/least cost 
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combination of inputs is to add information on cost of those inputs. This cost information 

introduced in the form of iso-cost line.  Iso-cost line indicate all possible combination of two 

inputs which can be purchased at a given outlay of investment and the market price level of 

inputs. For example, given the per unit price of capital(r) and labour (w), the total expenditure 

(C) on capital and labour is  

   C = rK + wL    

 Rewriting this equation by solving for K as a function of L 

   K = C/r – w/rL 

This is an equation for straight line where C/r is the vertical intercept and –w/r is the 

rate at which labour can be exchanged for capital in the market. For example, if w=2 and r=3, 

1 unit of capital can be traded for 1.5 unit of labour or 1 unit of labour can be traded for 2/3 

unit of capital.  The Iso-cost line for the given w=2, r=3 and C(outlay) =40 is; 

   K 40/3 – 2/3L 

Or 

   K = 13.33 – 2/3L 

If all the 40 rupees (outlay) is spent on the capital (L=0) 13.33 units of capital can be 

purchased. Conversely if all the 40 rupees spent on labour (capital=0) 20 units of it could be 

purchased.   13.33 units of capital and 20units of labour are the intercept on capital and 

labour axis respectively, in between the two extreme values there will be large number of 

combination of these two inputs. Figure 3.2 shows the iso-cost cost lines for the outlay of 

rupees 30, 40 and 50 respectively.  

 

Figure 3.2: Iso-Cost Line for Outlay of Rupees 30, 40 and 50  
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It is clear from the figure that as the outlay of investment on these two inputs goes on 

increasing the iso-cost line shift outward but they remain parallel to each other. It is because 

the input price ratios or the input prices remain constant.   

 

Least Cost Combination of Inputs.  

When both capital and labour are variable, determination of optimum/least cost   

combination of these inputs requires that technical information from the production function 

(i.e. the isoquant) be combined with the market data on the inputs price (i.e. the iso-cost 

curve).  Consider the problem of minimizing the cost for a given level of out put. Let us 

understand this problem with the help of figure 3.3. 

 

Figure 3.3: Least Cost Combination of Inputs.  

   

 

  This figure consists of two isoquants. Specifically suppose that the firm’s objective is 

to produce ten units of output at minimum cost. The infinite number of capital and labour 

combinations could produce 10 units of output as shown by the isoquant curve. Three of 

these combinations are indicated by a, b and c. point a and c are on the iso-cost line 

representing the expenditure of rupees 150 and b is on the iso-cost line representing the 

expenditure of rupees 100. Of these, clearly b is the best in the sense of being the lowest cost.  

At point b 10 units isoquant is tangent to the iso-cost line representing the outlay of rupees 

100. All other input combinations shown on the 10-unit isoquant would correspond to higher 

iso-cost curve and would cost more than 100 rupees. It is important to note that the tangency 

between isoquant and iso-cost cure at point b indicate that the MRSx1x2    is equal to the 

factor price ratio which is an important criterion to decide the attainment of least cost. 
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Production function with all variable inputs: 

 

Returns to Scale or Laws of Returns to Scale : 

Under the law of diminishing returns (i.e. variable proportion) we have studied the 

behaviour of output (T. P., M.P. and A. P.) when factor proportions are changed. That is, we 

have seen the behaviour of output by keeping the quantity of one or some factors fixed and 

changing the quantity of other (e.g. Labour) 

Now, we will undertake the study of changes in output when all factors of 

production or inputs are increased together. In other words, we shall now study the 

behaviour of output in response to changes in scale. An increase in the scale means that 

all inputs or factors are increased in the same proportion. Increase in the scale thus 

occurs when all factors or inputs are increased keeping factor proportions unchanged. 

The study of changes in output as a result of changes in the scale forms the subject 

matter of "returns to scale". 

 
1) Law of Increasing Returns to Scale : 

 

Meaning :  

If the increase in all factors leads to more than proportionate increasein output, 

returns to scale are said to be increasing. Thus, if all factors are doubled, and output 

increases by more than double, then the returns to scale are increasing. 

If for instance, all inputs are increased by 25%, and output increases by 40% then the 

increasing returns to scale will be prevailing. This is because of greater specialization of 

labour and machinery. This phenomenon according to Prof. Baumol also occurs because of 

dimensional relations. For example, if the diameter of a pipe is doubled, the flow of water 
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through it is more than doubled. Another reason for increasing returns is because of the 

indivisibility of some factors. These factors are available in large and lumpy units and can 

therefore be used with utmost efficiency at only larger output. This reason is given by Prof. 

Mrs. Joan Robinson, Kaldor and Lerner. 

 

2) Law of Constant Returns to Scale : 

Meaning :  

If we increase all factors of production (i.e. scale) in a given proportion and the 

output increases in the same proportion, returns to scale are said to be constant. Thus, if 

doubling or trebling of all factors causes a doubling or trebling ofoutput, returns to scale are 

constant. In mathematics, the case of constant returns to scale is called ' linear and 

homogeneous production function' or 'homogeneous, production function of the first degree'. 

 

3) Law of Diminishing or Decreasing Returns to Scale : 

Meaning :  

If the increase in all factors leads to a less than proportionate increase in output, 

returns to scale are decreasing. When a firm goes on expanding all its inputs, then 

eventually diminishing returns to scale will occur. Diminishing returns to scale eventually 

occur because of increasing difficulties of management, coordination and control. When the 

firm has expanded to a too gigantic size, it is difficult to manage it with the same efficiency 

as previous. This in other words, means that the firm starts suffering from the diseconomies 

of scale. 

 

Output Maximisation and Cost Minimisation | Production Theory 

Conditions for Maximum Output Subject to a Cost Constraint: 

 

Let us suppose that the production function of the firm is: 

q = f(x, y)                    [eqn. (8.21)] 

Where q is the quantity of output produced per period and x and y are the quantities of 

the two variable inputs used per period by the firm. It is assumed here that the first-order and 

second- order partial derivatives of q w.r.t. x and y exist. 

Let us also suppose that the cost constraint of the firm is given to be: 

C° = rXx + rYy                (8.38) 

 

Where C° is the fixed amount of money to be spent on the two inputs, and r1 and r2 are the 

prices of the two inputs, respectively. We intend to derive here the conditions for the output-

maximising equilibrium of the firm subject to the cost constraint. 

With a view to doing this, we would form the Lagrange function: 

V = f (x, y) + λ, (C° – rXx – rYy)                    (8.39) 

Where λ is the undetermined Lagrange multiplier. 
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Here V is a function of x, y and λ, and the first-order conditions (FOCs) for 

constrained output maximisation would be obtained if we set the first-order partial derivatives 

of V w.r.t. x, y and X equal to zero. 

Therefore, the FOCs are: 

 

 
We have already known that (8.43) – (8.46) are the different forms of the FOC for 

constrained output maximisation and we have explained their economic significance. Let us 

note here two more things. First, equation (8.42) ensures that the cost constraint is satisfied. 

Second, from (8.40) and (8.41) we have: 

 
i.e., the reciprocal of X gives u s the marginal cost of output in whatever way the firm 

increases its output—by using more of input X or more of input Y. We may now come to the 

second-order condition (SOC) of output maximisation. 

The SOC gives us that the bordered Hessian determinant (D) should be greater than 

zero at the point of tangency where the FOC has been satisfied: 

http://cdn.economicsdiscussion.net/wp-content/uploads/2016/09/clip_image002-56.jpg
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To understand the significance of the SOC as given by (8.43), let us remember the 

following: 

The derivative of the slope of the isoquant is 

 

 
= positive (at the point of tangency where the FOC has been satisfied), due to the SOC (8.51) 

and since fy > 0 by the assumption of the MPS of the inputs being positive. Therefore, we 

have seen that the SOC implies that the derivative of the slope of the IQ would be positive, 

i.e., the IQ would be convex to the origin, at the point of tangency. 

Since any point on an IQ may be point of tangency depending upon the slope of the iso-cost 

line, the SOC actually implies that the IQ should be convex to the origin throughout its 

relevant negatively sloped range where MPX, MPY > 0. 

It may be noted here that, since the second-order or the sufficient condition (8.51) for 

constrained output maximisation is satisfied at each point within the domain of a regular 

strictly quasi-concave function, the production function (8.21) of the firm should be a regular 

strictly quasi-concave function. Only then the second-order condition would be satisfied. 

Incidentally, we may note that the conditions (8.43)-(8.46) are also the FOCs of the 

minimisation of output subject to a cost constraint. That is, output may be minimum also at 

the point of tangency between the ICL and an IQ. 

However, in that case the SOC would be: 
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The significance of condition (8.52) is that the derivative of the slope of the IQ would 

be negative at the point of tangency, i.e., the IQ would be concave to the origin. That is, if the 

IQs of the firm are concave, not convex, to the origin, then at the point of IQ-ICL tangency, 

output would be minimum, and not maximum. 

Conditions for Minimum Cost Subject to an Output Constraint: 

We shall now derive the conditions for minimising the cost of a particular amount of output. 

Let us suppose that the firm has decided to produce a particular amount, q°, of its output. 

Therefore, the firm would have to remain on a particular isoquant which is 

q° = f (x, y)                                        (8.53) 

Let us also suppose that the cost equation of the firm is 

C = rXx + rYy                                      (8.54) 

Here the Lagrange function relevant for constrained cost minimisation is 

Z = rXx + rYy + μ[q° – f (x, y)]       (8.55) 

where μ is the Lagrange multiplier. 

Now, according to the Lagrange method, the FOCs for the constrained cost minimisation 

would be 

 
Or, h (x,y) = 0 (8.58a) 

Condition (5.58) ensures that the constraint on output is satisfied. 

Again, from (8.56) and (8.57), we obtain: 

 
What we have obtained here is that the FOCs of output maximization are the same as those of 

cost minimization. 
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Let us now come to the second-order or sufficient condition for constrained cost 

minimization which is given as the relevant borderd Hessian determinant being less than 

zero; 

 
Since the condition (8.63) is the same as the condition (8.51), the SOC for cost 

minimisation is identical with that for output maximisation.  

Objectives of the Firm 

Each and every business firm strives to achieve some predetermined objectives. In the 

conventional economics emphasis was given to the profit maximization objective. In modern 

society, very few experts will argue that a firm is motivated by the sole objective of 

maximization of profit. In the modern days a firm invariably pursues multiple objectives even 

though one or some of them may receive priority over others. The objectives of the modern 

firm could be summarized under the following headings. 

1. Profit maximization 

2. Long run survival 

3. Sales maximization with Profit constraint 

4. Cost minimization 

Profit Maximisation: 

 The success of any business is measured by the volume of its net income. The Net 

Income is the residual income, which accrues to a firm after all other costs have been met. In 

other words Net Income = Total Revenue –Total Cost. It is considered to be the acid test of 

the performance of the individual firm. Emphasis has been given to this objective in 

conventional economics. 

Long Run Survival: 

 Economists, in the modern days, however, do not accept that profit maximisation is 

the only objective to be attained by the firm. K. Rothdchild expressed that the primary 

objective of any business enterprise is long run survival. For the long run survival to some 

extent firms compromise with their profit level. In the modern days, firms’ aims at limited 

http://cdn.economicsdiscussion.net/wp-content/uploads/2016/09/clip_image018-3.jpg
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instead of maximum profit for various reasons. Professor Joel Dean mentioned some of the 

reasons for limiting profits viz. 1.To discourage the potential competitors, 2. To maintain 

costumers good will, 3. To keep market control undiluted 4. To maintain pleasant working 

condition etc. 

Sales Maximization with Profit Constraint: 

  Prof. William J. Baumol, American economist, does not agree with the traditional 

view that firms aims at maximizing profit. According to him, the objective of a modern firm 

is sales maximisation with a profit constraint. Sales maximisation does not mean an attempt 

to get largest possible physical volume of output. Here the sales means the revenue earned by 

selling the product. Hence, sales maximisation refers to the maximisation of the total revenue 

that measures the quantity of product sold in Rupee terms. It could be presented with the 

Support of the figure No.1.1.  

Figure 1.1: Sales maximization with Profit constraint 

 

 

In this figure X-axis measures the output and Y-axis measures the Total Revenue 

(TR), Total Cost (TC) and Total Profit (TP). OM is the minimum profit, which the firm 

intends to earn. With the increase in the output/sales level the TR goes on increasing up to a 

certain extent then start falling. Similarly TC goes on increasing with the increase in the sales 

level. TP is the difference between the TR and TC; hence TP is the vertical distance between 

the TR and TC.  If the firm intends to get maximum profit it has to produce/ sale OA quantity 

of output because TP curve is maximum at point H. On the other hand if the firm intends to 
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maximize the sales it has to produce and sell OC amount of the commodity because TR curve 

maximum at point R2. At OC level of output profit level (CG) is less than intended level 

(CP). According to Baumol the firm produce/sell OB amount of output. It maximizes the total 

revenue subjected to minimum profit shown by ML curve. BE is the profit earned by the firm 

at OB level of output.   

Cost Minimization: 

 Whether a firm is pursuing the profit maximisation goal or total revenue 

maximisation subjected to profit constraint goal or even long run survival goal the firm has to 

produce the goods or render the service at the least cost through the achievement of the 

technical efficiency. Cost minimization through the existing technical efficiency is within the 

control of the firm. Total revenue, along with quantity of the commodity sold, depends on the 

market price of the commodity, which is many a time beyond the control of the firm. The 

cost minimization enables the firm to achieve the objectives discussed above. 

Scale of Production: 

Meaning: 

The scale of production refers to the amount of factors used, the quantities of products 

produced, and the techniques of production adopted by a producer. As production increases 

with the increase in the quantities of land, labour and capital, the scale of production expands. 

Production may be carried on a small scale or on a large scale by a firm. When a firm 

operates by using less capital and small quantities of other factors of production, the scale of 

production is said to be small. On the other hand, a firm using more capital and larger 

quantities of other factors is said to be operating on a large scale. The scale of production of 

an industry expands with the increase in the number of firms in the industry, or/and with the 

increase in the size of the firms in it. 

In microeconomics, economies of scale are the cost advantages that enterprises obtain 

due to their scale of operation (typically measured by amount of output produced), with cost 

per unit of output decreasing with increasing scale. 

Economies of scale are the reduction in the per unit cost of production as the volume 

of production increases. In other words, the cost per unit of production decreases as volume 

of product increases. 

Economies of large scale production have been classified by Marshall into Internal 

Economies and External Economies. Internal economies are internal to a firm when its costs 

of production are reduced and output increases. 

Types of Internal Economies: 

     Internal economies which arise from the expansion of a firm are the following: 

(1) Technical Economies: 

https://en.wikipedia.org/wiki/Microeconomics
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Technical economies are those which arise to a firm from the use of better machines 

and techniques of production. As a result, production increases and the per unit cost of 

production falls. Prof. Cairncross divides technical economies into the following five parts: 

(i) Economies of Superior Technique: 

It is only large firms which can afford to pay for costly machines and install them. 

Such machines are more productive than small machines. The high cost of such machines can 

be spread over a larger output which they help to produce. Thus the per unit cost of 

production falls in a large firm which employs costly and superior plant and equipment and 

thereby enjoys a technical superiority over a small firm. 

(ii) Economies of Increased Dimensions: 

The installation of large machines itself brings many advantages to a firm. The cost of 

operating large machines is less than that of operating small machines. Even the cost of 

construction is relatively lower for large machines than for small ones. The manufacture of a 

double- Decker bus is lower as compared to the manufacture of two ordinary buses. 

Moreover, a double-decker carries more passengers than an ordinary bus and at the same time 

requires only a driver and a conductor like the latter. Thus its operating costs are relatively 

lower. 

(iii) Economies of Linked Processes: 

A large firm is able to reduce its per unit cost of production by linking the various 

processes of production. For instance, a large sugar manufacturing firm may own its 

sugarcane farms, manufacture sugar, pack it in bags, transport and distribute sugar through its 

own transport and distribution departments. Thus by linking the various processes of 

production and sale, a large firm saves the expenses incurred on intermediaries, thereby 

reducing unit cost of production. 

(iv) Economies of the Use of By-Products: 

A large firm possesses greater resources than a small firm and is able to utilise its 

waste material as a by-product. For example, the molasses left over after manufacturing sugar 

from the sugarcane can be used for producing spirit by installing a plant for the purpose. 

(v) Economies of Increased Specialisation: 

A large firm is able to reap economies by dividing its production processes into sub-

processes thereby leading to greater division of labour and to increased specialisation. This 

increases the productive efficiency of the firm and reduces the unit cost of production. 

(2) Marketing Economies: 

A large firm also reaps the economies of buying and selling. It buys its requirements 

of various inputs in bulk and is, therefore, able to secure them at favourable terms in the form 

of better quality inputs, prompt delivery, transport concessions, etc. Because of its larger 

organisation, it produces quality products which are offered for sale in attractive packing by 

its packing department. It may also have a sales department manned by experts who carry on 
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salesmanship, propaganda and advertisement through the various media efficiently. Thus a 

large firm is able to reap the economies of marketing through its superior bargaining power 

and efficient packing and sales organisation. 

(3) Managerial Economies: 

A large firm can afford to put specialists to supervise and manage the various 

departments. There may be a separate head for manufacturing, assembling, packing, 

marketing, general administration, etc. This leads to functional specialisation which increases 

the productive efficiency of the firm. These managerial economies also reduce per unit cost 

of management because with expansion of the firm, the various departmental managers will 

manage large output as efficiently as they were managing small output at the same salary. 

(4) Financial Economies: 

A large firm can procure cheap and timely finance both from the banks and the 

market because it possesses large assets and good reputation. It can also raise fresh capital by 

floating shares and debentures in the capital market. It is in this way that a large firm reaps 

financial economies. 

(5) Risk-Bearing Economies: 

A large firm is in a better position than a small firm in spreading its risks. It can 

produce a variety of products, and sell them in different areas. By the diversification, of its 

products the large firm is able to reduce risks by counter-balancing the loss of one product by 

the gain from other products. By the diversification of markets, it can counter-balance the fall 

in demand in one market by the increased demand in other markets. Even if the demand in 

the other markets for the products of the firm is constant, the loss can be easily borne by it. 

A firm undertakes great risk by depending excessively on one source for its supply of 

power and raw materials. It can avoid risks by having alternative sources of supply in the 

case of power and different sources for the supply of raw materials. For instance, a large firm 

can avoid the losses arising from failure of regular power-supply by installing a generator of 

its own. 

External Economies: 

External economies refer to all those benefits which accrue to all the firms operating 

in a given industry. Generally, these economies accrue due to the expansion of industry and 

other facilities expanded by the Government. According to Cairncross, “External economies 

are those benefits which are shared in by a number of firms or industries when the scale of 

production in any industry increases.” Moreover, the simplest case of an external economy 

arises when the scale of production function of a firm contains as an implicit variable the 

output of the industry. A good example is that of coal mines in a locality. 
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External economics of scale: 

 

 

 

 

Economies of Specialisation: 

The firms in an industry may also reap the economies of specialisation. When an 

industry expands in size, firms start specialising in different processes and the industry 

benefits on the whole. For example, in the cotton textile industry some firms may specialise 

in manufacturing thread, Others in printing, still others in dyeing, some in long cloth, some in 

dhoties, some in shirting, etc. As a result, the productive efficiency of the firms specialising 

in different fields increases and the unit cost of production falls. 
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Diseconomies of Scale: 

Diseconomies of scale occur when, as a business expands in the long run, the unit 

cost of production increases 

Diseconomies are the result of decreasing returns to scale and lead to a rise in average cost 

Definition: 

 Diseconomies of scale represent the situation where the marginal cost of a product 

increases as the output increases. In other words, it’s a point in the production process 

where economies of scale reach their limit and start marginal costs begin to increase instead 

of decrease with additional production. 

                                    

 

 

https://www.myaccountingcourse.com/accounting-dictionary/economies-of-scale
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Internal Diseconomics of Scale: 

 

 

Financial Diseconomies: 

An entrepreneur needs finance to expand his business. But finance may not be easily 

available in the required amount at the appropriate time. Lack of finance prevents the firm 

from expanding in the required direction and retards its production plans thereby increasing 

costs. 

 Managerial Diseconomies: 

The check to the further expansion of a firm is put due to the failure on the part of the 

management to supervise and control the business properly. There is a limit beyond which a 

firm becomes unwieldy and hence unmanageable. Supervision becomes lax. Workers do not 

work efficiently, wastages arise, decision-making becomes difficult, coordination between 

workers and management disappears and production costs increase. 

 Marketing Diseconomies: 

The expansion of a firm beyond a certain limit may also involve marketing problems. 

Raw materials may not be available in sufficient quantities due to their scarcities. The 

demand for the products of the firm may fall as a result of changes in tastes of the people and 
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the firm may not be in a position to change accordingly in the short period. The market 

organisation may fail to foresee changes in market conditions whereby the sales might fall. 

 Technical Diseconomies: 

A large scale firm often operates heavy capital equipment which is indivisible. Its aim 

is to maximise profits which it does by equalising its marginal costs with the price (marginal 

revenue) of the product. Under perfect competition, it might produce at its minimum average 

cost in the long run. However, due to the presence of the diseconomies of finance, marketing 

or management, the firm may fail to operate its plant to its maximum capacity. It may have 

excess capacity or idle capacity. For example, if the plant can manufacture 2000 units of the 

commodity per day, the firm may be producing 1500 units per day. Thus the firm operates 

below its full capacity. As a result, cost per unit increases. 

 Diseconomies of Risk-Taking: 

As the scale of production of a firm expands, risks also increase with it. An error of 

judgment on the part of the sales manager or the production manager may adversely affect 

sales or production which may lead to great loss. 
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UNIT-IV 

Market Structures 

Introduction 

Market 

Ordinarily, the term “market” refers to a particular place where goods are purchased 

and sold. But, in economics, market is used in a wide perspective. In economics, the term 

“market” does not mean a particular place but the whole area where the buyers and sellers of 

a product are spread. 

According to Prof. R. Chapman, “The term market refers not necessarily to a place 

but always to a commodity and the buyers and sellers who are in direct competition with one 

another.” 

Characteristics of Market: 

The essential features of a market are: 

(1) An Area: 

In economics, a market does not mean a particular place but the whole region where 

sellers and buyers of a product ate spread. Modem modes of communication and transport 

have made the market area for a product very wide. 

(2) One Commodity: 

In economics, a market is not related to a place but to a particular product.Hence, 

there are separate markets for various commodities. For example, there are separate markets 

for clothes, grains, jewellery, etc. 

(3) Buyers and Sellers: 

The presence of buyers and sellers is necessary for the sale and purchase of a product 

in the market. In the modem age, the presence of buyers and sellers is not necessary in the 

market because they can do transactions of goods through letters, telephones, business 

representatives, internet, etc. 

(4) Free Competition: 

There should be free competition among buyers and sellers in the market. This 

competition is in relation to the price determination of a product among buyers and sellers. 

(5) One Price: 

The price of a product is the same in the market because of free competition among 

buyers and sellers. 
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On the basis of above elements of a market, its general definition may be as follows: 

The market for a product refers to the whole region where buyers and sellers of that 

product are spread and there is such free competition that one price for the product prevails in 

the entire region. 

Market Structure: 

Market structure refers to the nature and degree of competition in the market for 

goods and services. The structures of market both for goods market and service (factor) 

market are determined by the nature of competition prevailing in a particular market. 

Determinants: 

There are a number of determinants of market structure for a particular good. 

They are: 

(1) The number and nature of sellers. 

(2) The number and nature of buyers. 

(3) The nature of the product. 

(4) The conditions of entry into and exit from the market. 

(5) Economies of scale. 

They are discussed as under: 

1. Number and Nature of Sellers: 

The market structures are influenced by the number and nature of sellers in the 

market. They range from large number of sellers in perfect competition to a single seller in 

pure monopoly, to two sellers in duopoly, to a few sellers in oligopoly, and to many sellers of 

differentiated products. 

2. Number and Nature of Buyers: 

The market structures are also influenced by the number and nature of buyers in the 

market. If there is a single buyer in the market, this is buyer’s monopoly and is called 

monopsony market. Such markets exist for local labour employed by one large employer. 

There may be two buyers who act jointly in the market. This is called duopsony market. They 

may also be a few organised buyers of a product. 

This is known as oligopsony. Duopsony and oligopsony markets are usually found for 

cash crops such as rice, sugarcane, etc. when local factories purchase the entire crops for 

processing. 

3. Nature of Product: 

It is the nature of product that determines the market structure. If there is product 

differentiation, products are close substitutes and the market is characterised by monopolistic 
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competition. On the other hand, in case of no product differentiation, the market is 

characterised by perfect competition. And if a product is completely different from other 

products, it has no close substitutes and there is pure monopoly in the market. 

4. Entry and Exit Conditions: 

The conditions for entry and exit of firms in a market depend upon profitability or 

loss in a particular market. Profits in a market will attract the entry of new firms and losses 

lead to the exit of weak firms from the market. In a perfect competition market, there is 

freedom of entry or exit of firms. 

But in monopoly and oligopoly markets, there are barriers to entry of new firms. 

Usually, governments have a monopoly in public utility services like postal, air and road 

transport, water and power supply services, etc. By granting exclusive franchises, entries of 

new supplies are barred. In oligopoly markets, there are barriers to entry of firms because of 

collusion, tacit agreements, cartels, etc. On the other hand, there are no restrictions in entry 

and exit of firms in monopolistic competition due to product differentiation. 

5. Economies of Scale: 

Firms that achieve large economies of scale in production grow large in comparison 

to others in an industry. They tend to weed out the other firms with the result that a few firms 

are left to compete with each other. This leads to the emergency of oligopoly. If only one 

firm attains economies of scale to such a large extent that it is able to meet the entire market 

demand, there is monopoly. 

Forms of Market  Structure: 

 
On the basis of competition, a market can be classified in the following ways: 

1. Perfect Competition 

2. Monopoly 

3. Duopoly 
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4. Oligopoly 

5. Monopolistic Competition 

1. Perfect Competition Market: 

A perfectly competitive market is one in which the number of buyers and sellers is 

very large, all engaged in buying and selling a homogeneous product without any artificial 

restrictions and possessing perfect knowledge of market at a time. In the words of A. 

Koutsoyiannis, “Perfect competition is a market structure characterised by a complete 

absence of rivalry among the individual firms.” According to R.G. Lipsey, “Perfect 

competition is a market structure in which all firms in an industry are price- takers and in 

which there is freedom of entry into, and exit from, industry.” 

Characteristics of Perfect Competition: 

The following are the conditions for the existence of perfect competition: 

(1) Large Number of Buyers and Sellers: 

The first condition is that the number of buyers and sellers must be so large that none 

of them individually is in a position to influence the price and output of the industry as a 

whole. The demand of individual buyer relative to the total demand is so small that he cannot 

influence the price of the product by his individual action. 

Similarly, the supply of an individual seller is so small a fraction of the total output 

that he cannot influence the price of the product by his action alone. In other words, the 

individual seller is unable to influence the price of the product by increasing or decreasing its 

supply. 

Rather, he adjusts his supply to the price of the product. He is “output adjuster”. Thus 

no buyer or seller can alter the price by his individual action. He has to accept the price for 

the product as fixed for the whole industry. He is a “price taker”. 

(2) Freedom of Entry or Exit of Firms: 

The next condition is that the firms should be free to enter or leave the industry. It 

implies that whenever the industry is earning excess profits, attracted by these profits some 

new firms enter the industry. In case of loss being sustained by the industry, some firms leave 

it. 

(3) Homogeneous Product: 

Each firm produces and sells a homogeneous product so that no buyer has any 

preference for the product of any individual seller over others. This is only possible if units of 

the same product produced by different sellers are perfect substitutes. In other words, the 

cross elasticity of the products of sellers is infinite. 

No seller has an independent price policy. Commodities like salt, wheat, cotton and 

coal are homogeneous in nature. He cannot raise the price of his product. If he does so, his 

customers would leave him and buy the product from other sellers at the ruling lower price. 
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The above two conditions between themselves make the average revenue curve of the 

individual seller or firm perfectly elastic, horizontal to the X-axis. It means that a firm can 

sell more or less at the ruling market price but cannot influence the price as the product is 

homogeneous and the number of sellers very large. 

(4) Absence of Artificial Restrictions: 

The next condition is that there is complete openness in buying and selling of goods. 

Sellers are free to sell their goods to any buyers and the buyers are free to buy from any 

sellers. In other words, there is no discrimination on the part of buyers or sellers. 

Moreover, prices are liable to change freely in response to demand-supply conditions. 

There are no efforts on the part of the producers, the government and other agencies to 

control the supply, demand or price of the products. The movement of prices is unfettered. 

(5) Profit Maximisation Goal: 

Every firm has only one goal of maximising its profits. 

(6) Perfect Mobility of Goods and Factors: 

Another requirement of perfect competition is the perfect mobility of goods and 

factors between industries. Goods are free to move to those places where they can fetch the 

highest price. Factors can also move from a low-paid to a high-paid industry. 

(7) Perfect Knowledge of Market Conditions: 

This condition implies a close contact between buyers and sellers. Buyers and sellers 

possess complete knowledge about the prices at which goods are being bought and sold, and 

of the prices at which others are prepared to buy and sell. They have also perfect knowledge 

of the place where the transactions are being carried on. Such perfect knowledge of market 

conditions forces the sellers to sell their product at the prevailing market price and the buyers 

to buy at that price. 

(8) Absence of Transport Costs: 

Another condition is that there are no transport costs in carrying of product from one 

place to another. This condition is essential for the existence of perfect competition which 

requires that a commodity must have the same price everywhere at any time. If transport 

costs are added to the price of the product, even a homogeneous commodity will have 

different prices depending upon transport costs from the place of supply. 

(9) Absence of Selling Costs: 

Under perfect competition, the costs of advertising, sales-promotion, etc. do not arise 

because all firms produce a homogeneous product. 

Pure Versus Perfect Competition  
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  Competition is classified into Pure and Perfect competition. The market is said to 

be pure competition if it possess only first three conditions.  Contrary to it, the market is 

considered to be perfect competition if it possesses the six conditions listed below.    

i) There are large number of buyers and sellers  

ii) Goods produced and sold are homogeneous  

iii) There is Free Entry or Exit for any producer or seller  

iv) Perfect knowledge on the part of the buyers and sellers about market conditions 

v) Perfect mobility of the factors of production, and  

vi) Proximity to the market/ no extra transport cost 

Demand and Revenue Curve of a Perfect Competitive Firm.  

The conditions of perfect competitive market ensures that a single price must prevail 

under perfect competition and the demand curve (or average revenue curve) faced by an 

individual firm is perfectly elastic at the ruling price in the market. That is a perfectly 

competitive firm faces a horizontal demand curve. It signifies that the firm does not exercise 

any control over the price of the product. Each firm in a perfectly competitive market is a 

price taker and can sell all of the output that it wants at the going market price. A firm is able 

to do this because it is a relatively small part of the market and its output is identical to that of 

every other firm. As a price taker, the firm has no ability to charge a higher price and no 

reason to charge a lower one. It can sell all of the output it wants at the going market price; 

hence, it has no reason to charge less. If it tries to charge more than the going market price, 

then buyers can simply buy output from any of the large number of perfect substitutes 

produced by other firms. Because the price faced by a perfectly competitive firm is unrelated 

to the quantity of output produced and sold, this price is also equal to the marginal revenue 

and average revenue generated by the firm. If a firm is able to sell any quantity of output at 

the market price, then the average revenue, revenue per unit sold, is also equal to market 

price. It could be explained with the help of the figure 4.1.  

In the perfect competitive market, market price determined by the market demand and 

market supply curves. In the figure (4.1 A), Market price (OP) determined by the Market 

demand (DD) and market supply curve (SS) at point E. At this market price level an 

individual firm could sell any amount of the commodity. Therefore, the demand curve (or 

average revenue curve) for an individual firm is horizontal to OX axis.  At OP market price, 

P AR=MR is the demand curve for an individual firm (in the panel B of the figure). Since, 

the firm could sell any amount of commodity at the existing market price its demand curve 

(AR curve) is horizontal to OX axis. When AR curve is horizontal to OX axis naturally AR is 

equal to MR. Since demand curve is horizontal to OX axis an individual firm could not 

charge the price more than the market price level.  Market price will increase only if there is 

upward shift in the market demand curve. An individual firm could sell its product at the 

higher price only if there is increase in the market price level.    
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Figure 4.1.  Demand Curve of a Perfect Competitive Firm.  

 

Equilibrium price: 

The equilibrium price is the market price where the quantity of goods supplied is 

equal to the quantity of goods demanded. This is the point at which the demand and supply 

curves in the market intersect. 

To determine the equilibrium price, you have to figure out at what price the demand 

and supply curves intersect. 

 Market equilibrium occurs where supply = demand. When the market is in equilibrium, there 

is no tendency for prices to change. We say the market clearing price has been achieved 

 A market occurs where buyers and sellers meet to exchange money for goods. 

 The price mechanism refers to how supply and demand interact to set the market price and 

amount of goods sold 

 At most prices planned demand does not equal planned supply. This is a state of 

disequilibrium because there is either a shortage or surplus and firms have an incentive to 

change the price 

Market equilibrium 

Market equilibrium can be shown using supply and demand diagrams In the diagram 

below, the equilibrium price is Pe. The equilibrium quantity is Qe. 
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If price is below the equilibrium 

 If price was below the equilibrium at P2 then demand would be greater than the supply. 

Therefore there is a shortage of (Q2 – Q1) 

 If there is a shortage, firms will put up prices and supply more. As price rises, there will be a 

movement along the demand curve and less will be demanded. 

 Therefore price will rise to Pe until there is no shortage and supply = demand 

                            

If price is above the equilibrium 

 If price was above the equilibrium (e.g. P1), then supply (Q1) would be greater than demand 

(Q3) and therefore there is too much supply. There is a surplus. 

 Therefore firms would reduce price and supply less. This would encourage more demand and 

therefore the surplus will be eliminated. The market equilibrium will be at Q2 and Pe. 
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Movements to a new equilibrium 

                              

If there was an increase in income the demand curve would shift to the right (D1 to D2). 

Initially, there would be a shortage of the good. Therefore the price and quantity supplied will 

increase leading to a new equilibrium at Q2 

An increase in supply would lead to a lower price and more quantity sold. 

Monopoly Market: 

Monopoly is a market situation in which there is only one seller of a product with 

barriers to entry of others. The product has no close substitutes. The cross elasticity of 

demand with every other product is very low. This means that no other firms produce a 

similar product. According to D. Salvatore, “Monopoly is the form of market organisation in 

which there is a single firm selling a commodity for which there are no close substitutes.” 

Thus the monopoly firm is itself an industry and the monopolist faces the industry demand 

curve. 
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The demand curve for his product is, therefore, relatively stable and slopes downward 

to the right, given the tastes, and incomes of his customers. It means that more of the product 

can be sold at a lower price than at a higher price. He is a price-maker who can set the price 

to his maximum advantage. 

Characteristics of Monopoly: 

The main features of monopoly are as follows: 

1. Under monopoly, there is one producer or seller of a particular product and there is 

no difference between a firm and an industry. Under monopoly a firm itself is an industry. 

2. A monopoly may be individual proprietorship or partnership or joint stock 

company or a cooperative society or a government company. 

3. A monopolist has full control on the supply of a product. Hence, the elasticity of 

demand for a monopolist’s product is zero. 

4. There is no close substitute of a monopolist’s product in the market. Hence, under 

monopoly, the cross elasticity of demand for a monopoly product with some other good is 

very low. 

5. There are restrictions on the entry of other firms in the area of monopoly product. 

6. A monopolist can influence the price of a product. He is a price-maker, not a price-

taker. 

7. Pure monopoly is not found in the real world. 

8. Monopolist cannot determine both the price and quantity of a product 

simultaneously. 

9. Monopolist’s demand curve slopes downwards to the right. That is why, a 

monopolist can increase his sales only by decreasing the price of his product and thereby 

maximise his profit. The marginal revenue curve of a monopolist is below the average 

revenue curve and it falls faster than the average revenue curve. This is because a monopolist 

has to cut down the price of his product to sell an additional unit. 

Defects of Monopoly: 

 

1. Exploitation of consumers- a monopoly market is best known for consumer 

exploitation. There are indeed no competing products and as a result the consumer gets a 

raw deal in terms of quantity, quality and pricing. The firm may find it easy to produce 

inferior or substandard goods if it wishes because t the end of the day they know very 

well that the items will be purchased as there are no competing products for the already 

available market. 
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2. Dissatisfied consumers- consumers get a raw deal from a monopoly market because 

quality will be compromised. Therefore it is not a wonder to see very dissatisfied 

consumers who often complain about the firm’s products 

3. Higher prices- no competition in the market means absence of such things as price wars 

that may have benefited the consumer and as a result of this monopoly firms tend to 

charge higher prices on goods and services hence inconveniencing the buyer. 

4. Price discrimination- monopoly firms are also sometimes known for practicing price 

discrimination where they charge different prices on the same product for different 

consumers. 

5. Inferior goods and services- competition is minimal or totally absent and as such the 

monopoly firm may willingly produce inferior goods and services because after all they 

know the goods will not fail to sell. 

Following points make clear difference between both the competitions: 

1. Output and Price: 

Under perfect competition price is equal to marginal cost at the equilibrium output. 

While under monopoly, the price is greater than average cost. 

2. Equilibrium: 

Under perfect competition equilibrium is possible only when MR = MC and MC cuts 

the MR curve from below. But under simple monopoly, equilibrium can be realized whether 

marginal cost is rising, constant or falling. 

3. Entry: 

Under perfect competition, there exist no restrictions on the entry or exit of firms into 

the industry. Under simple monopoly, there are strong barriers on the entry and exit of firms. 

4. Discrimination: 

Under simple monopoly, a monopolist can charge different prices from the different 

groups of buyers. But, in the perfectly competitive market, it is absent by definition. 

5. Profits: 

The difference between price and marginal cost under monopoly results in super-

normal profits to the monopolist. Under perfect competition, a firm in the long run enjoys 

only normal profits. 

6. Supply Curve of Firm: 

Under perfect competition, supply curve can be known. It is so because all firms can 

sell desired quantity at the prevailing price. Moreover, there is no price discrimination. Under 

monopoly, supply curve cannot be known. MC curve is not the supply curve of the 

monopolist. 
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7. Slope of Demand Curve: 

Under perfect competition, demand curve is perfectly elastic. It is due to the existence 

of large number of firms. Price of the product is determined by the industry and each firm has 

to accept that price. On the other hand, under monopoly, average revenue curve slopes 

downward. AR and MR curves are separate from each other. Price is determined by the 

monopolist. It has been shown in Figure 10. 

 
8. Goals of Firms: 

Under perfect competition and monopoly the firm aims at to maximize its profits. The 

firm which aims at to maximize its profits is known as rational firm. 

9. Comparison of Price: 

Monopoly price is higher than perfect competition price. In long period, under perfect 

competition, price is equal to average cost. In monopoly, price is higher as is shown in Fig. 

11. The perfect competition price is OP1, whereas monopoly price is OP. In equilibrium, 

monopoly sells ON output at OP price but a perfectly competitive firm sells higher output 

ON1 at lower price OP1. 

                                
 

10. Comparison of Output: 

Perfect competition output is higher than monopoly price. Under perfect competition 

the firm is in equilibrium at point M1 (As shown in Fig. 11 (a)), AR = MR = AC = MC are 

equal. The equilibrium output is ON1. On the other hand monopoly firm is in equilibrium at 

http://cdn.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image00230.jpg
http://cdn.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image00426.jpg
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point M where MC=MR. The equilibrium output is ON. The monopoly output is lower than 

perfectly competitive firm output. 

Summary of Comparison: 

A general comparison between monopoly and perfect competition for easy 

understanding has been depicted as under: 

 
Monopolistic Competition: 

Monopolistic competition refers to a market situation where there are many firms 

selling a differentiated product. “There is competition which is keen, though not perfect, 

among many firms making very similar products.” No firm can have any perceptible 

influence on the price-output policies of the other sellers nor can it be influenced much by 

their actions. Thus monopolistic competition refers to competition among a large number of 

sellers producing close but not perfect substitutes for each other. 

It’s Features: 

The following are the main features of monopolistic competition: 

(1) Large Number of Sellers: 

In monopolistic competition the number of sellers is large. They are “many and small 

enough” but none controls a major portion of the total output. No seller by changing its price-

output policy can have any perceptible effect on the sales of others and in turn be influenced 

by them. Thus there is no recognised interdependence of the price-output policies of the 

sellers and each seller pursues an independent course of action. 

http://cdn.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image00624.jpg


  Business Economics 

 

O.Nataraj R K Page 95 
 

(2) Product Differentiation: 

One of the most important features of the monopolistic competition is differentiation. 

Product differentiation implies that products are different in some ways from each other. 

They are heterogeneous rather than homogeneous so that each firm has an absolute monopoly 

in the production and sale of a differentiated product. There is, however, slight difference 

between one product and other in the same category. 

Products are close substitutes with a high cross-elasticity and not perfect substitutes. 

Product “differentiation may be based upon certain characteristics of the products itself, such 

as exclusive patented features; trade-marks; trade names; peculiarities of package or 

container, if any; or singularity in quality, design, colour, or style. It may also exist with 

respect to the conditions surrounding its sales.” 

(3) Freedom of Entry and Exit of Firms: 

Another feature of monopolistic competition is the freedom of entry and exit of firms. 

As firms are of small size and are capable of producing close substitutes, they can leave or 

enter the industry or group in the long run. 

(4) Nature of Demand Curve: 

Under monopolistic competition no single firm controls more than a small portion of 

the total output of a product. No doubt there is an element of differentiation nevertheless the 

products are close substitutes. As a result, a reduction in its price will increase the sales of the 

firm but it will have little effect on the price-output conditions of other firms, each will lose 

only a few of its customers. 

Likewise, an increase in its price will reduce its demand substantially but each of its 

rivals will attract only a few of its customers. Therefore, the demand curve (average revenue 

curve) of a firm under monopolistic competition slopes downward to the right. It is elastic but 

not perfectly elastic within a relevant range of prices of which he can sell any amount. 

(5) Independent Behaviour: 

In monopolistic competition, every firm has independent policy. Since the number of 

sellers is large, none controls a major portion of the total output. No seller by changing its 

price-output policy can have any perceptible effect on the sales of others and in turn be 

influenced by them. 

(6) Product Groups: 

There is no any ‘industry’ under monopolistic competition but a ‘group’ of firms 

producing similar products. Each firm produces a distinct product and is itself an industry. 

Chamberlin lumps together firms producing very closely related products and calls them 

product groups, such as cars, cigarettes, etc. 

(7) Selling Costs: 

Under monopolistic competition where the product is differentiated, selling costs are 

essential to push up the sales. Besides, advertisement, it includes expenses on salesman, 
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allowances to sellers for window displays, free service, free sampling, premium coupons and 

gifts, etc. 

(8) Non-price Competition: 

Under monopolistic competition, a firm increases sales and profits of his product 

without a cut in the price. The monopolistic competitor can change his product either by 

varying its quality, packing, etc. or by changing promotional programmes. 

Product Differentiation 

A company’s offer has to be distinct from those of its competitors and should fulfill 

the requirements of the customers of its target markets. 

A company’s positioning is the result of whatever the company does. Marketing mix 

is the most tangible and the most flexible tool to create the desired positioning. Companies 

use their marketing mix to create something specific and special for their customers. 

Product differentiation results from added features which give customers benefits that 

rivals cannot match. Before adding features, a company should thoroughly research the need 

for the particular feature among customers in the intended target market. 

Companies keep on adding new features just because their competitors are offering 

them. Sometimes deletion of features and benefits from a product may be a very effective 

differentiation because customers never really wanted these benefits. 

Adding the same features as competitors may make the products of a company more 

acceptable among customers, though it may end up introducing similar products that does not 

result in any differential advantage. 

Such a strategy of matching features and benefits will result in product parity, with no 

company providing any compel ling reasons to the customer for buying its product. In such 

industries, customers will buy on the basis of price, and competitors will be forced to cut 

prices to grab customers from each other. 

The profit of every company will go down. Companies will not have the ability to 

differentiate their product as they will not have enough resources due to their dwindling profit 

margins. The only way out of this mess is that companies should pick up courage, arrange 

resources and start differentiating their products from each other. Price based competition 

should be avoided. 

Most of the time, in most categories of goods, consumers get products with features 

that they could do without and are needlessly paying for them. Most products can be made 

more suitable for their target markets by deletion of certain features. 
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Nokia has introduced a stripped down version of the cellular phone for the entry level 

customer in India. The phone is a contrast to the ones that offer Internet usage, m-commerce, 

camera, etc. It serves the basic purpose of mobile connectivity. 

Many customers are realizing that they do not need what they have bought and are 

switching over to these simpler phones. This phenomenon is likely to be repeated in many 

categories of goods once simpler options are available at lesser prices. 

Oligopoly: 

Oligopoly is a market situation in which there are a few firms selling homogeneous or 

differentiated products. It is difficult to pinpoint the number of firms in ‘competition among 

the few.’ With only a few firms in the market, the action of one firm is likely to affect the 

others. An oligopoly industry produces either a homogeneous product or heterogeneous 

products. 

The former is called pure or perfect oligopoly and the latter is called imperfect or 

differentiated oligopoly. Pure oligopoly is found primarily among producers of such 

industrial products as aluminium, cement, copper, steel, zinc, etc. Imperfect oligopoly is 

found among producers of such consumer goods as automobiles, cigarettes, soaps and 

detergents, TVs, rubber tyres, refrigerators, typewriters, etc. 

Characteristics of Oligopoly: 

 

 (1) Interdependence: 

There is recognised interdependence among the sellers in the oligopolistic market. 

Each oligopolist firm knows that changes in its price, advertising, product characteristics, etc. 

may lead to counter-moves by rivals. When the sellers are a few, each produces a 

considerable fraction of the total output of the industry and can have a noticeable effect on 

market conditions. 

He can reduce or increase the price for the whole oligopolist market by selling more 

quantity or less and affect the profits of the other sellers. It implies that each seller is aware of 

the price-moves of the other sellers and their impact on his profit and of the influence of his 

price-move on the actions of rivals. 

Thus there is complete interdependence among the sellers with regard to their price-

output policies. Each seller has direct and ascertainable influences upon every other seller in 

the industry. Thus, every move by one seller leads to counter-moves by the others. 

(2) Advertisement: 

The main reason for this mutual interdependence in decision making is that one 

producer’s fortunes are dependent on the policies and fortunes of the other producers in the 

industry. It is for this reason that oligopolist firms spend much on advertisement and 

customer services. 
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As pointed out by Prof. Baumol, “Under oligopoly advertising can become a life-and-

death matter.” For example, if all oligopolists continue to spend a lot on advertising their 

products and one seller does not match up with them he will find his customers gradually 

going in for his rival’s product. If, on the other hand, one oligopolist advertises his product, 

others have to follow him to keep up their sales. 

(3) Competition: 

This leads to another feature of the oligopolistic market, the presence of competition. 

Since under oligopoly, there are a few sellers, a move by one seller immediately affects the 

rivals. So each seller is always on the alert and keeps a close watch over the moves of its 

rivals in order to have a counter-move. This is true competition. 

(4) Barriers to Entry of Firms: 

As there is keen competition in an oligopolistic industry, there are no barriers to entry 

into or exit from it. However, in the long run, there are some types of barriers to entry which 

tend to restraint new firms from entering the industry. 

They may be: 

(a) Economies of scale enjoyed by a few large firms; (b) control over essential and 

specialised inputs; (c) high capital requirements due to plant costs, advertising costs, etc. (d) 

exclusive patents and licenses; and (e) the existence of unused capacity which makes the 

industry unattractive. When entry is restricted or blocked by such natural and artificial 

barriers, the oligopolistic industry can earn long-run super normal profits. 

(5) Lack of Uniformity: 

Another feature of oligopoly market is the lack of uniformity in the size of firms. 

Finns differ considerably in size. Some may be small, others very large. Such a situation is 

asymmetrical. This is very common in the American economy. A symmetrical situation with 

firms of a uniform size is rare. 

(6) Demand Curve: 

It is not easy to trace the demand curve for the product of an oligopolist. Since under 

oligopoly the exact behaviour pattern of a producer cannot be ascertained with certainty, his 

demand curve cannot be drawn accurately, and with definiteness. How does an individual 

seller s demand curve look like in oligopoly is most uncertain because a seller’s price or 

output moves lead to unpredictable reactions on price-output policies of his rivals, which may 

have further repercussions on his price and output. 

The chain of action reaction as a result of an initial change in price or output, is all a 

guess-work. Thus a complex system of crossed conjectures emerges as a result of the 

interdependence among the rival oligopolists which is the main cause of the 

indeterminateness of the demand curve. 
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(7) No Unique Pattern of Pricing Behaviour: 

The rivalry arising from interdependence among the oligopolists leads to two 

conflicting motives. Each wants to remain independent and to get the maximum possible 

profit. Towards this end, they act and react on the price-output movements of one another in a 

continuous element of uncertainty. 

On the other hand, again motivated by profit maximisation each seller wishes to 

cooperate with his rivals to reduce or eliminate the element of uncertainty. All rivals enter 

into a tacit or formal agreement with regard to price-output changes. It leads to a sort of 

monopoly within oligopoly. 

They may even recognise one seller as a leader at whose initiative all the other sellers 

raise or lower the price. In this case, the individual seller’s demand curve is a part of the 

industry demand curve, having the elasticity of the latter. Given these conflicting attitudes, it 

is not possible to predict any unique pattern of pricing behaviour in oligopoly markets. 

Price rigidity: 

Price stickiness or sticky prices or price rigidity 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 shifts in the demand and supply curve. It could be of the following types: 

 Downward rigidity or sticky downward means that there is resistance to the prices 

adjusting downward. Therefore, when the market-clearing price drops (due to an inward 

shift of the demand curve or an outward shift of the supply curve), the price remains 

artificially higher than the new market-clearing level, resulting in excess supply (surplus). 

 

 Upward rigidity or sticky upward means that there is resistance to the prices adjusting 

upward. Therefore, when the market-clearing price rises (due to an outward shift of the 

https://market.subwiki.org/wiki/Price
https://market.subwiki.org/wiki/Market-clearing_price
https://market.subwiki.org/w/index.php?title=Excess_supply&action=edit&redlink=1
https://market.subwiki.org/wiki/File:Surplusabovemarketprice.png
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demand curve or an inward shift of the supply curve), the price remains artificially lower 

than the new market-clearing level, resulting in excess demand (shortfall). 

 

Price Rigidity/Kinked Demand Curve: 

  Oligopoly price that remains stable over a period of time are called rigid price. Price 

rigidity is also popularly known as Sweezy Model. Because this model was developed in the 

late 1930s by the American Paul Sweezy. The theory aims to explain the price rigidity that is 

often found in oligopolistic markets. It assumes that if an oligopolist raises its price its rival 

will not follow suit, as keeping their prices constant will lead to an increase in market share. 

The firm that increased its price will find that revenue falls by a proportionately large 

amount, making this part of the demand curve relatively elastic (flatter). Conversely if an 

oligopolist lowers its price, its rivals will be forced to follow suit to prevent a loss of market 

share. Lowering price will lead to a very small change in revenue, making this part of the 

demand curve relatively inelastic (steeper). 

   

The firm then has no incentive to change its price, as it will lead to a decrease in the 

firm's revenue. This causes the demand curve to kink around the present market price. Prices 

will further stabilize, as the firm will absorb changes in its costs as can be seen in the figure 

4.5.  

 

Figure 4.5. Kinked Demand Curve 

https://market.subwiki.org/wiki/Excess_demand
https://market.subwiki.org/wiki/File:Shortfallbelowmarketprice.png
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In this figure let us assume that the original price is OP. If the firm increases its price 

its rivals will not follow hence its demand cure become more elastic i.e. it will become 

R1E.On the other hand it decreases its price rivals will follow it thus its demand curve 

become inelastic i.e. it becomes ED. Therefore, demand curve is kinked at point E. There is 

discontinuity in Marginal Revenue curve at the corresponding position i.e A to B. The 

marginal revenue jumps (vertical discontinuity) at the quantity where the demand curve 

kinks, the marginal cost could change greatly - e.g., MC0 to MC1 (between prices a and b)- 

and the profit. In the light of this, the price rigidity could be attributed to the following 

reasons  

 Individual sellers may understand the futility of price war and thus prefer price 

stability 

 They may be content with the current price, output and profits and avoid any kind of 

unnecessary insecurity and uncertainty. 

 The firms may intensify their sales promotion efforts at the current price instead of 

reducing it. They may view non-price competition better than price rivalry.  

 After spending lot of money on the advertisement a seller may not like to raise the 

price of his products to deprive himself of the fruits of his hard labour.  

 Ultimately, It is the kinked demand curve, which is responsible for the price rigidity.  
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UNIT-V 

National income and economic system 

Introduction: 

National income is an uncertain term which is used interchangeably with national 

dividend, national output and national expenditure. On this basis, national income has been 

defined in a number of ways. In common parlance, national income means the total value of 

goods and services produced annually in a country. 

In other words, the total amount of income accruing to a country from economic 

activities in a year’s time is known as national income. It includes payments made to all 

resources in the form of wages, interest, rent and profits. 

Definitions of National Income: 

The definitions of national income can be grouped into two classes: One, the 

traditional definitions advanced by Marshall, Pigou and Fisher; and two, modern definitions. 

The Marshallian Definition: 

According to Marshall: “The labour and capital of a country acting on its natural 

resources produce annually a certain net aggregate of commodities, material and immaterial 

including services of all kinds. This is the true net annual income or revenue of the country or 

national dividend.” In this definition, the word ‘net’ refers to deductions from the gross 

national income in respect of depreciation and wearing out of machines. And to this, must be 

added income from abroad. 

It’s Defects: 

Though the definition advanced by Marshall is simple and comprehensive, yet it 

suffers from a number of limitations. First, in the present day world, so varied and numerous 

are the goods and services produced that it is very difficult to have a correct estimation of 

them. 

Consequently, the national income cannot be calculated correctly. Second, there 

always exists the fear of the mistake of double counting, and hence the national income 

cannot be correctly estimated. Double counting means that a particular commodity or service 

like raw material or labour, etc. might get included in the national income twice or more than 

twice. 

Third, it is again not possible to have a correct estimation of national income because 

many of the commodities produced are not marketed and the producer either keeps the 

produce for self-consumption or exchanges it for other commodities. It generally happens in 

an agriculture- oriented country like India. Thus the volume of national income is 

underestimated. 
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The Pigouvian Definition: 

A.C. Pigou has in his definition of national income included that income which can be 

measured in terms of money. In the words of Pigou, “National income is that part of objective 

income of the community, including of course income derived from abroad which can be 

measured in money.” 

This definition is better than the Marshallian definition. It has proved to be more 

practical also. While calculating the national income now-a- days, estimates are prepared in 

accordance with the two criteria laid down in this definition. 

First, avoiding double counting, the goods and services which can be measured in 

money are included in national income. Second, income received on account of investment in 

foreign countries is included in national income. 

It’s Defects: 

The Pigouvian definition is precise, simple and practical but it is not free from 

criticism. First, in the light of the definition put forth by Pigou, we have to unnecessarily 

differentiate between commodities which can and which cannot be exchanged for money. 

But, in actuality, there is no difference in the fundamental forms of such commodities, 

no matter they can be exchanged for money. Second, according to this definition when only 

such commodities as can be exchanged for money are included in estimation of national 

income, the national income cannot be correctly measured. 

According to this definition, in the backward and underdeveloped countries of the 

world, where a major portion of the produce is simply bartered, correct estimate of national 

income will not be possible, because it will always work out less than the real level of 

income. Thus the definition advanced by Pigou has a limited scope. 

Fisher’s Definition: 

Fisher adopted ‘consumption’ as the criterion of national income whereas Marshall 

and Pigou regarded it to be production. According to Fisher, “The National dividend or 

income consists solely of services as received by ultimate consumers, whether from their 

material or from the human environments. Thus, a piano, or an overcoat made for me this 

year is not a part of this year’s income, but an addition to the capital. Only the services 

rendered to me during this year by these things are income.” 

Fisher’s definition is considered to be better than that of Marshall or Pigou, because 

Fisher’s definition provides an adequate concept of economic welfare which is dependent on 

consumption and consumption represents our standard of living. 

It’s Defects: 

But from the practical point of view, this definition is less useful, because there are 

certain difficulties in measuring the goods and services in terms of money. First, it is more 

difficult to estimate the money value of net consumption than that of net production. 
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In one country there are several individuals who consume a particular good and that 

too at different places and, therefore, it is very difficult to estimate their total consumption in 

terms of money. Second, certain consumption goods are durable and last for many years. 

Modern Definitions: 

From the modern point of view, Simon Kuznets has defined national income as “the 

net output of commodities and services flowing during the year from the country’s productive 

system in the hands of the ultimate consumers.” 

On the other hand, in one of the reports of United Nations, national income has been 

defined on the basis of the systems of estimating national income, as net national product, as 

addition to the shares of different factors, and as net national expenditure in a country in a 

year’s time. In practice, while estimating national income, any of these three definitions may 

be adopted, because the same national income would be derived, if different items were 

correctly included in the estimate. 

Concepts of National Income: 

There are a number of concepts pertaining to national income and methods of 

measurement relating to them. 

(A) Gross Domestic Product (GDP): 

GDP is the total value of goods and services produced within the country during a 

year. This is calculated at market prices and is known as GDP at market prices. Dernberg 

defines GDP at market price as “the market value of the output of final goods and services 

produced in the domestic territory of a country during an accounting year.” 

There are three different ways to measure GDP: 

Product Method, Income Method and Expenditure Method. 

These three methods of calculating GDP yield the same result because National 

Product = National Income = National Expenditure. 

1. The Product Method: 

In this method, the value of all goods and services produced in different industries 

during the year is added up. This is also known as the value added method to GDP or GDP at 

factor cost by industry of origin. The following items are included in India in this: agriculture 

and allied services; mining; manufacturing, construction, electricity, gas and water supply; 

transport, communication and trade; banking and insurance, real estates and ownership of 

dwellings and business services; and public administration and defense and other services (or 

government services). In other words, it is the sum of gross value added. 
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2. The Income Method: 

The people of a country who produce GDP during a year receive incomes from their 

work. Thus GDP by income method is the sum of all factor incomes: Wages and Salaries 

(compensation of employees) + Rent + Interest + Profit. 

3. Expenditure Method: 

This method focuses on goods and services produced within the country during one 

year. 

GDP by expenditure method includes: 

(1) Consumer expenditure on services and durable and non-durable goods (C), 

(2) Investment in fixed capital such as residential and non-residential building, machinery, 

and inventories (I), 

(3) Government expenditure on final goods and services (G), 

(4) Export of goods and services produced by the people of country (X), 

(5) Less imports (M). That part of consumption, investment and government expenditure 

which is spent on imports is subtracted from GDP. Similarly, any imported component, such 

as raw materials, which is used in the manufacture of export goods, is also excluded. 

Thus GDP by expenditure method at market prices = C+ I + G + (X – M), where (X-

M) is net export which can be positive or negative. 

(B) GDP at Factor Cost: 

GDP at factor cost is the sum of net value added by all producers within the country. 

Since the net value added gets distributed as income to the owners of factors of production, 

GDP is the sum of domestic factor incomes and fixed capital consumption (or depreciation). 

Thus GDP at Factor Cost = Net value added + Depreciation. 

GDP at factor cost includes: 

(i) Compensation of employees i.e., wages, salaries, etc. 

(ii) Operating surplus which is the business profit of both incorporated and unincorporated 

firms. [Operating Surplus = Gross Value Added at Factor Cost—Compensation of 

Employees—Depreciation] 

(iii) Mixed Income of Self- employed. 

Conceptually, GDP at factor cost and GDP at market price must be identical/This is because 

the factor cost (payments to factors) of producing goods must equal the final value of goods 
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and services at market prices. However, the market value of goods and services is different 

from the earnings of the factors of production. 

In GDP at market price are included indirect taxes and are excluded subsidies by the 

government. Therefore, in order to arrive at GDP at factor cost, indirect taxes are subtracted 

and subsidies are added to GDP at market price. 

Thus, GDP at Factor Cost = GDP at Market Price – Indirect Taxes + Subsidies. 

(C) Net Domestic Product (NDP): 

NDP is the value of net output of the economy during the year. Some of the country’s 

capital equipment wears out or becomes obsolete each year during the production process. 

The value of this capital consumption is some percentage of gross investment which is 

deducted from GDP. Thus Net Domestic Product = GDP at Factor Cost – Depreciation. 

(D) Nominal and Real GDP: 

When GDP is measured on the basis of current price, it is called GDP at current prices 

or nominal GDP. On the other hand, when GDP is calculated on the basis of fixed prices in 

some year, it is called GDP at constant prices or real GDP. 

Nominal GDP is the value of goods and services produced in a year and measured in 

terms of rupees (money) at current (market) prices. In comparing one year with another, we 

are faced with the problem that the rupee is not a stable measure of purchasing power. GDP 

may rise a great deal in a year, not because the economy has been growing rapidly but 

because of rise in prices (or inflation). 

On the contrary, GDP may increase as a result of fall in prices in a year but actually it 

may be less as compared to the last year. In both 5 cases, GDP does not show the real state of 

the economy. To rectify the underestimation and overestimation of GDP, we need a measure 

that adjusts for rising and falling prices. 

This can be done by measuring GDP at constant prices which is called real GDP. To 

find out the real GDP, a base year is chosen when the general price level is normal, i.e., it is 

neither too high nor too low. The prices are set to 100 (or 1) in the base year. 

Now the general price level of the year for which real GDP is to be calculated is related 

to the base year on the basis of the following formula which is called the deflator index: 

        

               
 

Suppose 1990-91 is the base year and GDP for 1999-2000 is Rs. 6, 00,000 crores and the 

price index for this year is 300. 

http://cdn.yourarticlelibrary.com/wp-content/uploads/2014/03/clip_image002116.jpg
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Thus, Real GDP for 1999-2000 = Rs. 6, 00,000 x 100/300 = Rs. 2, 00,000 crores 

(E) GDP Deflator: 

GDP deflator is an index of price changes of goods and services included in GDP. It 

is a price index which is calculated by dividing the nominal GDP in a given year by the real 

GDP for the same year and multiplying it by 100. Thus, 

                           
It shows that at constant prices (1993-94), GDP in 1997-98 increased by 135.9% due 

to inflation (or rise in prices) from Rs. 1049.2 thousand crores in 1993-94 to Rs. 1426.7 

thousand crores in 1997-98. 

(F) Gross National Product (GNP): 

GNP is the total measure of the flow of goods and services at market value resulting 

from current production during a year in a country, including net income from abroad. 

GNP includes four types of final goods and services: 

(1) Consumers’ goods and services to satisfy the immediate wants of the people; 

(2) Gross private domestic investment in capital goods consisting of fixed capital formation, 

residential construction and inventories of finished and unfinished goods; 

(3) Goods and services produced by the government; and 

(4) Net exports of goods and services, i.e., the difference between value of exports and 

imports of goods and services, known as net income from abroad. 

In this concept of GNP, there are certain factors that have to be taken into 

consideration: First, GNP is the measure of money, in which all kinds of goods and services 

produced in a country during one year are measured in terms of money at current prices and 

then added together. 

But in this manner, due to an increase or decrease in the prices, the GNP shows a rise 

or decline, which may not be real.  

Second, in estimating GNP of the economy, the market price of only the final 

products should be taken into account. Many of the products pass through a number of stages 

before they are ultimately purchased by consumers. 

Third, goods and services rendered free of charge are not included in the GNP, 

because it is not possible to have a correct estimate of their market price. For example, the 

http://cdn.yourarticlelibrary.com/wp-content/uploads/2014/03/clip_image00318.jpg
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bringing up of a child by the mother, imparting instructions to his son by a teacher, recitals to 

his friends by a musician, etc. 

Fourth, the transactions which do not arise from the produce of current year or which 

do not contribute in any way to production are not included in the GNP. The sale and 

purchase of old goods, and of shares, bonds and assets of existing companies are not included 

in GNP because these do not make any addition to the national product, and the goods are 

simply transferred. 

Fifth, the payments received under social security, e.g., unemployment insurance 

allowance, old age pension, and interest on public loans are also not included in GNP, 

because the recipients do not provide any service in lieu of them. But the depreciation of 

machines, plants and other capital goods is not deducted from GNP. 

Sixth, the profits earned or losses incurred on account of changes in capital assets as a 

result of fluctuations in market prices are not included in the GNP if they are not responsible 

for current production or economic activity. 

Last, the income earned through illegal activities is not included in the GNP. 

Although the goods sold in the black market are priced and fulfill the needs of the people, but 

as they are not useful from the social point of view, the income received from their sale and 

purchase is always excluded from the GNP. 

There are two main reasons for this. One, it is not known whether these things were 

produced during the current year or the preceding years. Two, many of these goods are 

foreign made and smuggled and hence not included in the GNP. 

Three Approaches to GNP: 

After having studied the fundamental constituents of GNP, it is essential to know how 

it is estimated. Three approaches are employed for this purpose. One, the income method to 

GNP; two, the expenditure method to GNP and three, the value added method to GNP. Since 

gross income equals gross expenditure, GNP estimated by all these methods would be the 

same with appropriate adjustments. 

1. Income Method to GNP: 

The income method to GNP consists of the remuneration paid in terms of money to 

the factors of production annually in a country. 

Thus GNP is the sum total of the following items: 

(i) Wages and salaries: 

Under this head are included all forms of wages and salaries earned through 

productive activities by workers and entrepreneurs. It includes all sums received or deposited 

during a year by way of all types of contributions like overtime, commission, provident fund, 

insurance, etc. 
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(ii) Rents: 

Total rent includes the rents of land, shop, house, factory, etc. and the estimated rents 

of all such assets as are used by the owners themselves. 

(iii) Interest: 

Under interest comes the income by way of interest received by the individual of a 

country from different sources. To this is added, the estimated interest on that private capital 

which is invested and not borrowed by the businessman in his personal business. But the 

interest received on governmental loans has to be excluded, because it is a mere transfer of 

national income. 

(iv) Dividends: 

Dividends earned by the shareholders from companies are included in the GNP. 

(v) Undistributed corporate profits: 

Profits which are not distributed by companies and are retained by them are included 

in the GNP. 

(vi) Mixed incomes: 

These include profits of unincorporated business, self-employed persons and 

partnerships. They form part of GNP. 

(vii) Direct taxes: 

Taxes levied on individuals, corporations and other businesses are included in the GNP. 

(viii) Indirect taxes: 

The government levies a number of indirect taxes, like excise duties and sales tax. 

These taxes are included in the price of commodities. But revenue from these goes to 

the government treasury and not to the factors of production. Therefore, the income due to 

such taxes is added to the GNP. 

(ix) Depreciation: 

Every corporation makes allowance for expenditure on wearing out and depreciation 

of machines, plants and other capital equipment. Since this sum also is not a part of the 

income received by the factors of production, it is, therefore, also included in the GNP. 

(x) Net income earned from abroad: 

This is the difference between the value of exports of goods and services and the 

value of imports of goods and services. If this difference is positive, it is added to the GNP 

and if it is negative, it is deducted from the GNP. 

Thus GNP according to the Income Method = Wages and Salaries + Rents + Interest 

+ Dividends + Undistributed Corporate Profits + Mixed Income + Direct Taxes + Indirect 

Taxes + Depreciation + Net Income from abroad. 
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2. Expenditure Method to GNP: 

From the expenditure view point, GNP is the sum total of expenditure incurred on 

goods and services during one year in a country. 

It includes the following items: 

(i) Private consumption expenditure: 

It includes all types of expenditure on personal consumption by the individuals of a 

country. It comprises expenses on durable goods like watch, bicycle, radio, etc., expenditure 

on single-used consumers’ goods like milk, bread, ghee, clothes, etc., as also the expenditure 

incurred on services of all kinds like fees for school, doctor, lawyer and transport. All these 

are taken as final goods. 

(ii) Gross domestic private investment: 

Under this comes the expenditure incurred by private enterprise on new investment 

and on replacement of old capital. It includes expenditure on house construction, factory- 

buildings, and all types of machinery, plants and capital equipment. 

In particular, the increase or decrease in inventory is added to or subtracted from it. 

The inventory includes produced but unsold manufactured and semi-manufactured goods 

during the year and the stocks of raw materials, which have to be accounted for in GNP. It 

does not take into account the financial exchange of shares and stocks because their sale and 

purchase is not real investment. But depreciation is added. 

(iii) Net foreign investment: 

It means the difference between exports and imports or export surplus. Every country 

exports to or imports from certain foreign countries. The imported goods are not produced 

within the country and hence cannot be included in national income, but the exported goods 

are manufactured within the country. Therefore, the difference of value between exports (X) 

and imports (M), whether positive or negative, is included in the GNP. 

(iv) Government expenditure on goods and services: 

The expenditure incurred by the government on goods and services is a part of the 

GNP. Central, state or local governments spend a lot on their employees, police and army. To 

run the offices, the governments have also to spend on contingencies which include paper, 

pen, pencil and various types of stationery, cloth, furniture, cars, etc. 

It also includes the expenditure on government enterprises. But expenditure on 

transfer payments is not added, because these payments are not made in exchange for goods 

and services produced during the current year. 

Thus GNP according to the Expenditure Method=Private Consumption Expenditure 

(C) + Gross Domestic Private Investment (I) + Net Foreign Investment (X-M) + Government 

Expenditure on Goods and Services (G) = C+ I + (X-M) + G. 
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As already pointed out above, GNP estimated by either the income or the expenditure method 

would work out to be the same, if all the items are correctly calculated. 

3. Value Added Method to GNP: 

Another method of measuring GNP is by value added. In calculating GNP, the money 

value of final goods and services produced at current prices during a year is taken into 

account. This is one of the ways to avoid double counting. But it is difficult to distinguish 

properly between a final product and an intermediate product. 

For instance, raw materials, semi-finished products, fuels and services, etc. are sold as 

inputs by one industry to the other. They may be final goods for one industry and 

intermediate for others. So, to avoid duplication, the value of intermediate products used in 

manufacturing final products must be subtracted from the value of total output of each 

industry in the economy. 

Thus, the difference between the value of material outputs and inputs at each stage of 

production is called the value added. If all such differences are added up for all industries in 

the economy, we arrive at the GNP by value added. GNP by value added = Gross value 

added + net income from abroad.  

It’s Importance: 

The value added method for measuring national income is more realistic than the 

product and income methods because it avoids the problem of double counting by excluding 

the value of intermediate products. Thus this method establishes the importance of 

intermediate products in the national economy. Second, by studying the national income 

accounts relating to value added, the contribution of each production sector to the value of the 

GNP can be found out. 

For instance, it can tell us whether agriculture is contributing more or the share of 

manufacturing is falling, or of the tertiary sector is increasing in the current year as compared 

to some previous years. Third, this method is highly useful because “it provides a means of 

checking the GNP estimates obtained by summing the various types of commodity 

purchases.” 

It’s Difficulties: 

However, difficulties arise in the calculation of value added in the case of certain 

public services like police, military, health, education, etc. which cannot be estimated 

accurately in money terms. Similarly, it is difficult to estimate the contribution made to value 

added by profits earned on irrigation and power projects. 

(G) GNP at Market Prices: 

When we multiply the total output produced in one year by their market prices 

prevalent during that year in a country, we get the Gross National Product at market prices. 

Thus GNP at market prices means the gross value of final goods and services produced 
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annually in a country plus net income from abroad. It includes the gross value of output of all 

items from (1) to (4) mentioned under GNP. GNP at Market Prices = GDP at Market Prices + 

Net Income from Abroad. 

(H) GNP at Factor Cost: 

GNP at factor cost is the sum of the money value of the income produced by and 

accruing to the various factors of production in one year in a country. It includes all items 

mentioned above under income method to GNP less indirect taxes. 

GNP at market prices always includes indirect taxes levied by the government on 

goods which raise their prices. But GNP at factor cost is the income which the factors of 

production receive in return for their services alone. It is the cost of production. 

Thus GNP at market prices is always higher than GNP at factor cost. Therefore, in 

order to arrive at GNP at factor cost, we deduct indirect taxes from GNP at market prices. 

Again, it often happens that the cost of production of a commodity to the producer is higher 

than a price of a similar commodity in the market. 

In order to protect such producers, the government helps them by granting monetary 

help in the form of a subsidy equal to the difference between the market price and the cost of 

production of the commodity. As a result, the price of the commodity to the producer is 

reduced and equals the market price of similar commodity. 

GNP at Factor Cost = GNP at Market Prices – Indirect Taxes + Subsidies. 

(I) Net National Product (NNP): 

NNP includes the value of total output of consumption goods and investment goods. 

But the process of production uses up a certain amount of fixed capital. Some fixed 

equipment wears out, its other components are damaged or destroyed, and still others are 

rendered obsolete through technological changes. 

All this process is termed depreciation or capital consumption allowance. In order to 

arrive at NNP, we deduct depreciation from GNP. The word ‘net’ refers to the exclusion of 

that part of total output which represents depreciation. So NNP = GNP—Depreciation. 

(J) NNP at Market Prices: 

Net National Product at market prices is the net value of final goods and services 

evaluated at market prices in the course of one year in a country. If we deduct depreciation 

from GNP at market prices, we get NNP at market prices. So NNP at Market Prices = GNP at 

Market Prices—Depreciation. 

(K) NNP at Factor Cost: 

Net National Product at factor cost is the net output evaluated at factor prices. It 

includes income earned by factors of production through participation in the production 
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process such as wages and salaries, rents, profits, etc. It is also called National Income. This 

measure differs from NNP at market prices in that indirect taxes are deducted and subsidies 

are added to NNP at market prices in order to arrive at NNP at factor cost. Thus 

NNP at Factor Cost = NNP at Market Prices – Indirect taxes+ Subsidies 

= GNP at Market Prices – Depreciation – Indirect taxes + Subsidies. 

= National Income. 

Normally, NNP at market prices is higher than NNP at factor cost because indirect 

taxes exceed government subsidies. However, NNP at market prices can be less than NNP at 

factor cost when government subsidies exceed indirect taxes. 

(L) Domestic Income: 

Income generated (or earned) by factors of production within the country from its 

own resources is called domestic income or domestic product. 

Domestic income includes: 

(i) Wages and salaries, (ii) rents, including imputed house rents, (iii) interest, (iv) 

dividends, (v) undistributed corporate profits, including surpluses of public undertakings, (vi) 

mixed incomes consisting of profits of unincorporated firms, self- employed persons, 

partnerships, etc., and (vii) direct taxes. 

Since domestic income does not include income earned from abroad, it can also be 

shown as: Domestic Income = National Income-Net income earned from abroad. Thus the 

difference between domestic income f and national income is the net income earned from 

abroad. If we add net income from abroad to domestic income, we get national income, i.e., 

National Income = Domestic Income + Net income earned from abroad. 

But the net national income earned from abroad may be positive or negative. If 

exports exceed import, net income earned from abroad is positive. In this case, national 

income is greater than domestic income. On the other hand, when imports exceed exports, net 

income earned from abroad is negative and domestic income is greater than national income. 

(M) Private Income: 

Private income is income obtained by private individuals from any source, productive 

or otherwise, and the retained income of corporations. It can be arrived at from NNP at Factor 

Cost by making certain additions and deductions. 

The additions include transfer payments such as pensions, unemployment allowances, 

sickness and other social security benefits, gifts and remittances from abroad, windfall gains 

from lotteries or from horse racing, and interest on public debt. The deductions include 

income from government departments as well as surpluses from public undertakings, and 

employees’ contribution to social security schemes like provident funds, life insurance, etc. 
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Thus Private Income = National Income (or NNP at Factor Cost) + Transfer Payments + 

Interest on Public Debt — Social Security — Profits and Surpluses of Public Undertakings. 

(N) Personal Income: 

Personal income is the total income received by the individuals of a country from all 

sources before payment of direct taxes in one year. Personal income is never equal to the 

national income, because the former includes the transfer payments whereas they are not 

included in national income. 

Personal income is derived from national income by deducting undistributed 

corporate profits, profit taxes, and employees’ contributions to social security schemes. These 

three components are excluded from national income because they do reach individuals. 

But business and government transfer payments, and transfer payments from abroad 

in the form of gifts and remittances, windfall gains, and interest on public debt which are a 

source of income for individuals are added to national income. Thus Personal Income = 

National Income – Undistributed Corporate Profits – Profit Taxes – Social Security 

Contribution + Transfer Payments + Interest on Public Debt. 

Personal income differs from private income in that it is less than the latter because it 

excludes undistributed corporate profits. 

Thus Personal Income = Private Income – Undistributed Corporate Profits – Profit Taxes. 

(O) Disposable Income: 

Disposable income or personal disposable income means the actual income which can 

be spent on consumption by individuals and families. The whole of the personal income 

cannot be spent on consumption, because it is the income that accrues before direct taxes 

have actually been paid. Therefore, in order to obtain disposable income, direct taxes are 

deducted from personal income. Thus Disposable Income=Personal Income – Direct Taxes. 

But the whole of disposable income is not spent on consumption and a part of it is 

saved. Therefore, disposable income is divided into consumption expenditure and savings. 

Thus Disposable Income = Consumption Expenditure + Savings. 

If disposable income is to be deduced from national income, we deduct indirect taxes 

plus subsidies, direct taxes on personal and on business, social security payments, 

undistributed corporate profits or business savings from it and add transfer payments and net 

income from abroad to it. 

Thus Disposable Income = National Income – Business Savings – Indirect Taxes + 

Subsidies – Direct Taxes on Persons – Direct Taxes on Business – Social Security Payments 

+ Transfer Payments + Net Income from abroad. 
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(P) Real Income: 

Real income is national income expressed in terms of a general level of prices of a 

particular year taken as base. National income is the value of goods and services produced as 

expressed in terms of money at current prices. But it does not indicate the real state of the 

economy. 

It is possible that the net national product of goods and services this year might have 

been less than that of the last year, but owing to an increase in prices, NNP might be higher 

this year. On the contrary, it is also possible that NNP might have increased but the price 

level might have fallen, as a result national income would appear to be less than that of the 

last year. In both the situations, the national income does not depict the real state of the 

country. To rectify such a mistake, the concept of real income has been evolved. 

In order to find out the real income of a country, a particular year is taken as the base 

year when the general price level is neither too high nor too low and the price level for that 

year is assumed to be 100. Now the general level of prices of the given year for which the 

national income (real) is to be determined is assessed in accordance with the prices of the 

base year. For this purpose the following formula is employed. 

Real NNP = NNP for the Current Year x Base Year Index (=100) / Current Year Index 

 (Q) Per Capita Income: 

The average income of the people of a country in a particular year is called Per Capita 

Income for that year. This concept also refers to the measurement of income at current prices 

and at constant prices. For instance, in order to find out the per capita income for 2001, at 

current prices, the national income of a country is divided by the population of the country in 

that year. 

                  
Similarly, for the purpose of arriving at the Real Per Capita Income, this very formula is 

used. 

              
This concept enables us to know the average income and the standard of living of the 

people. But it is not very reliable, because in every country due to unequal distribution of 

national income, a major portion of it goes to the richer sections of the society and thus 

income received by the common man is lower than the per capita income. 

Methods of Measuring National Income: 

There are four methods of measuring national income. Which method is to be used 

depends on the availability of data in a country and the purpose in hand. 

http://cdn.yourarticlelibrary.com/wp-content/uploads/2014/03/clip_image0099.jpg
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(1) Product Method: 

According to this method, the total value of final goods and services produced in a 

country during a year is calculated at market prices. To find out the GNP, the data of all 

productive activities, such as agricultural products, wood received from forests, minerals 

received from mines, commodities produced by industries, the contributions to production 

made by transport, communications, insurance companies, lawyers, doctors, teachers, etc. are 

collected and assessed at market prices. Only the final goods and services are included and 

the intermediary goods and services are left out. 

Problems in Product Method: 

1. Services of Housewives: 

The estimation of the unpaid services of the housewife in the national income presents 

a serious difficulty. A housewife renders a number of useful services like preparation of 

meals, serving, tailoring, mending, washing, cleaning, bringing up children, etc. 

She is not paid for them and her services are not including in national income. Such 

services performed by paid servants are included in national income. The national income is, 

therefore, underestimated by excluding the services of a housewife. 

The reason for the exclusion of her services from national income is that the love and 

affection of a housewife in performing her domestic work cannot be measured in monetary 

terms. That is why when the owner of a firm marries his lady secretary, her services are not 

included in national income when she stops working as a secretary and becomes a housewife. 

When a teacher teaches his own children, his work is also not included in national 

income. Similarly, there are a number of goods and services which are difficult to be assessed 

in money terms for the reason stated above, such as painting, singing, dancing, etc. as 

hobbies. 

2. Intermediate and Final Goods: 

The greatest difficulty in estimating national income by product method is the failure 

to distinguish properly between intermediate and final goods. There is always the possibility 

of including a good or service more than once, whereas only final goods are included in 

national income estimates. This leads to the problem of double counting which leads to the 

overestimation of national income. 

3. Second-hand Goods and Assets: 

Another problem arises with regard to the sale and purchase of second-hand goods 

and assets. We find that old scooters, cars, houses, machinery, etc. are transacted daily in the 

country. But they are not included in national income because they were counted in the 

national product in the year they were manufactured. 

If they are included every time they are bought and sold, national income would 

increase many times. Similarly, the sale and purchase of old stocks, shares, and bonds of 
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companies are not included in national income because they were included in national 

income when the companies were started for the first time. Now they are simply financial 

transactions and represent claims. 

But the commission or fees charged by the brokers in the repurchase and resale of old 

shares, bonds, houses, cars or scooters, etc. are included in national income. For these are the 

payments they receive for their productive services during the year. 

4. Illegal Activities: 

Income earned through illegal activities like gambling, smuggling, illicit extraction of 

wine, etc. is not included in national income. Such activities have value and satisfy the wants 

of the people but they are not considered productive from the point of view of society. But in 

countries like Nepal and Monaco where gambling is legalised, it is included in national 

income. Similarly, horse-racing is a legal activity in England and is included in national 

income. 

5. Consumers’ Service: 

There are a number of persons in society who render services to consumers but they 

do not produce anything tangible. They are the actors, dancers, doctors, singers, teachers, 

musicians, lawyers, barbers, etc. The problem arises about the inclusion of their services in 

national income since they do not produce tangible commodities. But as they satisfy human 

wants and receive payments for their services, their services are included as final goods in 

estimating national income. 

6. Capital Gains: 

The problem also arises with regard to capital gains. Capital gains arise when a capital 

asset such as a house, some other property, stocks or shares, etc. is sold at higher price than 

was paid for it at the time of purchase. Capital gains are excluded from national income 

because these do not arise from current economic activities. Similarly, capital losses are not 

taken into account while estimating national income. 

7. Inventory Changes: 

All inventory changes (or changes in stocks) whether positive or negative are included 

in national income. The procedure is to take changes in physical units of inventories for the 

year valued at average current prices paid for them. 

The value of changes in inventories may be positive or negative which is added or 

subtracted from the current production of the firm. Remember, it is the change in inventories 

and not total inventories for the year that are taken into account in national income estimates. 

8. Depreciation: 

Depreciation is deducted from GNP in order to arrive at NNP. Thus depreciation 

lowers the national income. But the problem is of estimating the current depreciated value of, 

say, a machine, whose expected life is supposed to be thirty years. Firms calculate the 
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depreciation value on the original cost of machines for their expected life. This does not solve 

the problem because the prices of machines change almost every year. 

9. Price Changes: 

National income by product method is measured by the value of final goods and 

services at current market prices. But prices do not remain stable. They rise or fall. When the 

price level rises, the national income also rises, though the national production might have 

fallen. 

On the contrary, with the fall in the price level, the national income also falls, though 

the national production might have increased. So price changes do not adequately measure 

national income. To solve this problem, economists calculate the real national income at a 

constant price level by the consumer price index. 

(2) Income Method: 

According to this method, the net income payments received by all citizens of a 

country in a particular year are added up, i.e., net incomes that accrue to all factors of 

production by way of net rents, net wages, net interest and net profits are all added together 

but incomes received in the form of transfer payments are not included in it. The data 

pertaining to income are obtained from different sources, for instance, from income tax 

department in respect of high income groups and in case of workers from their wage bills. 

 Problems in Income Method: 

1. Owner-occupied Houses: 

A person who rents a house to another earns rental income, but if he occupies the 

house himself, will the services of the house-owner be included in national income. The 

services of the owner-occupied house are included in national income as if the owner sells to 

himself as a tenant its services. 

For the purpose of national income accounts, the amount of imputed rent is estimated 

as the sum for which the owner-occupied house could have been rented. The imputed net rent 

is calculated as that portion of the amount that would have accrued to the house-owner after 

deducting all expenses. 

2. Self-employed Persons: 

Another problem arises with regard to the income of self-employed persons. In their 

case, it is very difficult to find out the different inputs provided by the owner himself. He 

might be contributing his capital, land, labour and his abilities in the business. But it is not 

possible to estimate the value of each factor input to production. So he gets a mixed income 

consisting of interest, rent, wage and profits for his factor services. This is included in 

national income. 
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3. Goods meant for Self-consumption: 

In under-developed countries like India, farmers keep a large portion of food and 

other goods produced on the farm for self-consumption. The problem is whether that part of 

the produce which is not sold in the market can be included in national income or not. If the 

farmer were to sell his entire produce in the market, he will have to buy what he needs for 

self-consumption out of his money income. If, instead he keeps some produce for his self-

consumption, it has money value which must be included in national income. 

4. Wages and Salaries paid in Kind: 

Another problem arises with regard to wages and salaries paid in kind to the 

employees in the form of free food, lodging, dress and other amenities. Payments in kind by 

employers are included in national income. This is because the employees would have 

received money income equal to the value of free food, lodging, etc. from the employer and 

spent the same in paying for food, lodging, etc. 

(3) Expenditure Method: 

According to this method, the total expenditure incurred by the society in a particular 

year is added together and includes personal consumption expenditure, net domestic 

investment, government expenditure on goods and services, and net foreign investment. This 

concept is based on the assumption that national income equals national expenditure. 

Problems in Expenditure Method: 

 (1) Government Services: 

In calculating national income by, expenditure method, the problem of estimating 

government services arises. Government provides a number of services, such as police and 

military services, administrative and legal services. Should expenditure on government 

services be included in national income? 

If they are final goods, then only they would be included in national income. On the 

other hand, if they are used as intermediate goods, meant for further production, they would 

not be included in national income. There are many divergent views on this issue. 

One view is that if police, military, legal and administrative services protect the lives, 

property and liberty of the people, they are treated as final goods and hence form part of 

national income. If they help in the smooth functioning of the production process by 

maintaining peace and security, then they are like intermediate goods that do not enter into 

national income. 

In reality, it is not possible to make a clear demarcation as to which service protects 

the people and which protects the productive process. Therefore, all such services are 

regarded as final goods and are included in national income. 
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(2) Transfer Payments: 

There arises the problem of including transfer payments in national income. 

Government makes payments in the form of pensions, unemployment allowance, subsidies, 

interest on national debt, etc. These are government expenditures but they are not included in 

national income because they are paid without adding anything to the production process 

during the current year. 

 (3) Durable-use Consumers’ Goods: 

Durable-use consumers’ goods also pose a problem. Such durable-use consumers’ 

goods as scooters, cars, fans, TVs, furniture’s, etc. are bought in one year but they are used 

for a number of years. Should they be included under investment expenditure or consumption 

expenditure in national income estimates? The expenditure on them is regarded as final 

consumption expenditure because it is not possible to measure their used up value for the 

subsequent years. 

But there is one exception. The expenditure on a new house is regarded as investment 

expenditure and not consumption expenditure. This is because the rental income or the 

imputed rent which the house-owner gets is for making investment on the new house. 

However, expenditure on a car by a household is consumption expenditure. But if he spends 

the amount for using it as a taxi, it is investment expenditure. 

(4) Public Expenditure: 

Government spends on police, military, administrative and legal services, parks, street 

lighting, irrigation, museums, education, public health, roads, canals, buildings, etc. The 

problem is to find out which expenditure is consumption expenditure and which investment 

expenditure is. 

Expenses on education, museums, public health, police, parks, street lighting, civil 

and judicial administration are consumption expenditure. Expenses on roads, canals, 

buildings, etc. are investment expenditure. But expenses on defence equipment are treated as 

consumption expenditure because they are consumed during a war as they are destroyed or 

become obsolete. However, all such expenses including the salaries of armed personnel are 

included in national income. 

(4) Value Added Method: 

Another method of measuring national income is the value added by industries. The 

difference between the value of material outputs and inputs at each stage of production is the 

value added. If all such differences are added up for all industries in the economy, we arrive 

at the gross domestic product. 

Difficulties or Limitations in Measuring National Income: 

There are many conceptual and statistical problems involved in measuring national 

income by the income method, product method, and expenditure method. 
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Importance of National Income Analysis: 

1. For the Economy: 

National income data are of great importance for the economy of a country. These 

days the national income data are regarded as accounts of the economy, which are known as 

social accounts. These refer to net national income and net national expenditure, which 

ultimately equal each other. 

2. National Policies: 

National income data form the basis of national policies such as employment policy, 

because these figures enable us to know the direction in which the industrial output, 

investment and savings, etc. change, and proper measures can be adopted to bring the 

economy to the right path. 

3. Economic Planning: 

In the present age of planning, the national data are of great importance. For economic 

planning, it is essential that the data pertaining to a country’s gross income, output, saving 

and consumption from different sources should be available. Without these, planning is not 

possible. 

4. Economic Models: 

The economists propound short-run as well as long-run economic models or long-run 

investment models in which the national income data are very widely used. 

5. Research: 

The national income data are also made use of by the research scholars of economics. 

They make use of the various data of the country’s input, output, income, saving, 

consumption, investment, employment, etc., which are obtained from social accounts. 

6. Per Capita Income: 

National income data are significant for a country’s per capita income which reflects 

the economic welfare of the country. The higher the per capita income, the higher the 

economic welfare of the country. 

7. Distribution of Income: 

National income statistics enable us to know about the distribution of income in the 

country. From the data pertaining to wages, rent, interest and profits, we learn of the 

disparities in the incomes of different sections of the society. Similarly, the regional 

distribution of income is revealed. 
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Economic Growth Rate: 

An economic growth rate is a measure of economic growth from one period to 

another using percentage terms. This measure does not adjust for inflation; it is expressed in 

nominal terms. 

In practice, it is a measure of the rate of change that a nation's gross domestic 

product (GDP) goes through from one year to another, but gross national product (GNP) can 

also be used if a nation's economy depends heavily on foreign earnings. 

The GDP growth rate is driven by the four components of GDP. The main driver of 

GDP growth is personal consumption. This includes the critical sector of retail sales. The 

second component is business investment, including construction and inventory 

levels. Government spending is the third driver of growth. Its largest categories are Social 

Security benefits, defense spending and Medicare benefits. The government often increases 

spending to jump start the economy during a recession. Fourth is net trade. 

                        

Economic System: 

Economic systems are the means by which countries and governments distribute 

resources and trade goods and services. They are used to control the five factors of 

production, including: labor, capital, entrepreneurs, physical resources and information 

resources. In everyday terms, these production factors involve the employees and money a 

company has at its disposal, as well as access to entrepreneurs, the people who want to run 

companies or start their own businesses. The physical materials and resources needed to run a 

business, along with the data and knowledge companies use to be successful, are also factors 

in production. Different economic systems view the use of these factors in different ways. 

An economic system is an organized way in which a country allocates resources and 

distributes goods and services across the whole nation or a given geographic area. It is 

includes the combination of several institutions, entities, agencies, decision-making processes 

and patterns of consumption that make up the economic structure of a specific community. 

Hence it is a type of social system. 

In other words, An economic system may be defined as the sum-total of institutions 

and patterns of behaviour that organise economic activity in a society. In other words, it 

refers to the institutional and legal framework within which the people perform their 

economic activities. 

It consists of a group of economic institutions through the operation of which the 

various resources – scarce relative to the needs of them – are utilised to satisfy human wants. 

https://www.investopedia.com/terms/e/economicgrowth.asp
https://www.investopedia.com/terms/i/inflation.asp
https://www.investopedia.com/terms/g/gdp.asp
https://www.investopedia.com/terms/g/gdp.asp
https://www.investopedia.com/terms/g/gnp.asp
https://www.thebalance.com/components-of-gdp-explanation-formula-and-chart-3306015
https://www.thebalance.com/personal-consumption-expenditures-3306107
https://www.thebalance.com/u-s-retail-sales-statistics-and-trends-3305717
https://www.thebalance.com/current-u-s-federal-government-spending-3305763
https://www.thebalance.com/what-is-a-recession-3306019
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Such a system is not the same in all countries, nor does it remain the same in a country at all 

times. 

At present, the following broad types of economic systems are found: 

(a) Capitalism, 

(b) Socialism, and 

(d) Mixed economy. 

Functions of Economic System: 

The basic function of every economic system is to provide solution to the 

fundamental problems faced by every community. 

The main functions of the economic system are: 

(a) To bring about a balance between supply and effective demand for goods and services in 

an optimal manner as far as possible; 

(b) To determine what goods and services are to be produced and in what quantities (food-

grains or defence goods, fertiliser or clothing, 

(c) To allocate scarce resources among the industries producing goods and services (i.e., 

allocation of scarce iron ores for automobiles or among washing machines or steel utensils); 

(d) To determine the best possible productive methods for the full utilisation of the resources 

of the society (e.g., coal to be mined by human labour or by machinery, electricity from 

thermal power plant or hydro-electric power plant, labour-intensive or capital-intensive 

method for farming, etc.); and 

(e) To distribute the products of agriculture and industry among members of the community 

(i.e., distribution among the few rich or among many poor). 

Socialist Economy: 

“Socialism refers to the government ownership of the means of production, planning by the 

government and income distribution”-Samuelson. 

Meaning: 

Socialist means the system under which economic system is controlled and regulated 

by the government so as to ensure welfare and equal opportunity to the people in a society. 

The idea of socialism is first introduced by Karl Marx and Fredric Engles in their 

book, ‘The Communist Manifesto’. 
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The word socialism means ‘all things to all men’. According to Samuelson, 

“Socialism refers to the government ownership of the means of production, planning by the 

government and income distribution”. 

Main Features of Socialist Economy: 

The main features of socialist economy are as follows: 

(i) Collective Ownership: 

In socialism, all means of production are owned by the community, i.e., Government, 

and no individual can hold private property beyond certain limit. Therefore, it is government 

who utilises these resources in the interest of social welfare. 

(ii) Economic, Social and Political Equality: 

Under socialism, there is almost equality between rich and poor. There is no problem 

of class struggle. 

(iii) Economic Planning: 

Under socialism, government fixes certain objectives. In order to achieve these 

objectives, government adopts economic planning. All types of decisions regarding the 

central problems of an economy are taken in the economic plans. There is a Central Planning 

Authority, who plans for the economy. 

(iv) No Competition: 

Unlike capitalistic economy, there is no cut throat competition. It means lack of 

competition as state is the sole entrepreneur. 

(v) Positive Role of Government: 

In socialism, government plays significant role in decision making. Thus, government 

has complete control over economic activities like distribution, exchange, consumption, 

investment and foreign trade etc. 

(vi) Work and Wages According to Ability and Needs: 

In socialistic economy, work is according to ability and wage according to need. It is 

said that under socialism “from each according to his ability to each according to his needs, is 

socialism.” 

(vi) Maximum Social Welfare: 

The sole objective of socialism is the maximum social welfare of the society. It means 

that there is no scope of exploitation of labour class. Government keeps a close eye on the 

needs of the poor masses while formulating plans. 

Mixed Economy: 

“Mixed economy is that economy in which both government and private individuals exercise 

economic control.” –Murad. 
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Meaning: 

It is a golden mixture of capitalism and socialism. Under this system there is freedom 

of economic activities and government interferences for the social welfare. Hence it is a 

blend of both the economies. The concept of mixed economy is of recent origin. 

The developing countries like India have adopted mixed economy to accelerate the 

pace of economic development. Even the developed countries like UK, USA, etc. have also 

adopted ‘Mixed Capitalist System’. According to Prof. Samuelson, “Mixed economy is that 

economy in which both public and private sectors cooperate.” According to Murad, “Mixed 

economy is that economy in which both government and private individuals exercise 

economic control.” 

Main Features of Mixed Economy: 

 (i) Co-existence of Private and Public Sector: 

Under this system there is co-existence of public and private sectors. In public sector, 

industries like defence, power, energy, basic industries etc., are set up. On the other hand, in 

private sector all the consumer goods industries, agriculture, small-scale industries are 

developed. The government encourages both the sectors to develop simultaneously. 

(ii) Personal Freedom: 

Under mixed economy, there is full freedom of choice of occupation, although 

consumer does not get complete liberty but at the same time government can regulate prices 

in public interest through public distribution system. 

(iii) Private Property is allowed: 

In mixed economy, private property is allowed. However, here it must be remembered 

that there must be equal distribution of wealth and income. It must be ensured that the profit 

and property may not concentrate in a few pockets. 

(iv) Economic Planning: 

In a mixed economy, government always tries to promote economic development of 

the country. For this purpose, economic planning is adopted. Thus, economic planning is very 

essential under this system. 

(v) Price Mechanism and Controlled Price: 

Under this system, price mechanism and regulated price operate simultaneously. In 

consumer goods industries price mechanism is generally followed. However, at the time of 

big shortages or during national emergencies prices are controlled and public distribution 

system has to be made effective. 

(vi) Profit Motive and Social Welfare: 

In mixed economy system, there are both profit motive like capitalism and social 

welfare as in socialist economy. 
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(vii) Check on Economic Inequalities: 

In this system, government takes several measures to reduce the gap between rich and 

poor through progressive taxation on income and wealth. The subsidies are given to the poor 

people and also job opportunities are provided to them. Other steps like concessions, old age 

pension, free medical facilities and free education are also taken to improve the standard of 

poor people. Hence, all these help to reduce economic inequalities. 

(viii) Control of Monopoly Power: 

Under this system, government takes huge initiatives to control monopoly practices 

among the private entrepreneurs through effective legislative measures. Besides, government 

can also fake over these services in the public interest. 

Types of Mixed Economy: 

Capitalistic Mixed Economy: 

In this type of economy, ownership of various factors of production remains under 

private control. Government does not interfere in any manner. The main responsibility of the 

government in this system is to ensure rapid economic growth without allowing concentration 

of economic power in the few hands. 

Socialistic Mixed Economy: 

Under this system, means of production are in the hands of state. The forces of 

demand and supply are used for basic economic decisions. However, whenever and wherever 

demand is necessary, government takes actions so that basic idea of economic growth is not 

hampered. 

However, this system is again sub-divided into two parts: 

(i) Liberal Socialistic Mixed Economy: 

Under this system, the government interferes to bring about timely changes in market 

forces so that the pace of rapid economic growth remains uninterrupted. 

(ii) Centralised Socialistic Mixed Economy: 

In this economy, major decisions are taken by central agency according to the needs 

of the economy. 

Free market economy: 

The free market is an economic system based on supply and demand with little or no 

government control. It is a summary description of all voluntary exchanges that take place in 

a given economic environment. Free markets are characterized by a spontaneous and 

decentralized order of arrangements through which individuals make economic decisions. 

Based on its political and legal rules, a country’s free market economy may range between 

very large or entirely black market. 

https://www.investopedia.com/terms/m/marketeconomy.asp
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The term “free market” is sometimes used as a synonym for laissez-faire capitalism. 

When most people discuss the “free market,” they mean an economy with unobstructed 

competition and only private transactions between buyers and sellers. However, a more 

inclusive definition should include any voluntary economic activity so long as it is not 

controlled by coercive central authorities. 

Liberalization, Privatization, and Globalization: 

LPG stands for Liberalization, Privatization, and Globalization. India under its New 

Economic Policy approached International Banks for development of the country. These agencies 

asked Indian Government to open its restrictions on trade done by the private sector and between 

India and other countries. 

Indian Government agreed to the conditions of lending agencies and announced New 

Economic Policy (NEP) which consisted wide range of reforms. Broadly we can classify the 

measures in two groups: 

1. Structural Reforms 

With long-term perspective and eyeing for improvement of the economy and enhancing 

the international competitiveness, reforms were made to remove rigidity in various segments of 

Indian economy. 

2. Stabilization Measures (LPG) 

These measures were undertaken to correct the inherent weakness that has developed in 

Balance of Payments and control the inflation. These measures were short-term in nature. 

Various Long-Term Structural Reforms were categorized as: 

 Liberalization 

 Privatization and 

 Globalization 

Collectively they are known by their acronym LPG. The balance of Payment is the system 

of recording the economic transactions of a country with the rest of the world over a period of 

one year. When the general prices of goods and services are increasing in an economy over a 

period of time, the same situation is called Inflation. 
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Liberalization 

The basic aim of liberalization was to put an end to those restrictions which became 

hindrances in the development and growth of the nation. The loosening of government control in 

a country and when private sector companies’ start working without or with fewer restrictions 

and government allow private players to expand for the growth of the country depicts 

liberalization in a country. 

Objectives of Liberalization Policy 

 To increase competition amongst domestic industries. 

 To encourage foreign trade with other countries with regulated imports and exports. 

 Enhancement of foreign capital and technology. 

 To expand global market frontiers of the country. 

 To diminish the debt burden of the country. 

Privatization 

This is the second of the three policies of LPG. It is the increment of the dominating role of 

private sector companies and the reduced role of public sector companies. In other words, it is 

the reduction of ownership of the management of a government-owned enterprise. Government 

companies can be converted into private companies in two ways: 

 By disinvestment 

 By withdrawal of governmental ownership and management of public sector companies. 

Forms of Privatization 

 Denationalization or Strategic Sale: When 100% government ownership of productive 

assets is transferred to the private sector players, the act is called denationalization. 

 Partial Privatization or Partial Sale: When private sector owns more than 50% but less 

than 100% ownership in a previously construed public sector company by transfer of 

shares, it is called partial privatization. Here the private sector owns the majority of 

shares. Consequently, the private sector possesses substantial control in the functioning 

and autonomy of the company. 

 Deficit Privatization or Token Privatization: When the government disinvests its share 

capital to an extent of 5-10% to meet the deficit in the budget is termed as deficit 

privatization. 
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Objectives of Privatization 

 Improve the financial situation of the government. 

 Reduce the workload of public sector companies. 

 Raise funds from disinvestment. 

 Increase the efficiency of government organizations. 

 Provide better and improved goods and services to the consumer. 

 Create healthy competition in the society. 

 Encouraging foreign direct investments (FDI) in India. 

Globalization 

It means to integrate the economy of one country with the global economy. During 

Globalization the main focus is on foreign trade & private and institutional foreign investment. It 

is the last policy of LPG to be implemented. 

Globalization as a term has a very complex phenomenon. The main aim is to transform 

the world towards independence and integration of the world as a whole by setting various 

strategic policies. Globalization is attempting to create a borderless world, wherein the need of 

one country can be driven from across the globe and turning into one large economy. 

Outsourcing as an Outcome of Globalization 

The most important outcome of the globalization process is Outsourcing. During the 

outsourcing model, a company of a country hires a professional from some other country to get 

their work done, which was earlier conducted by their internal resource of their own country. 

The best part of outsourcing is that the work can be done at a lower rate and from the 

superior source available anywhere in the world. Services like legal advice, marketing, technical 

support, etc. As the Information Technology has grown in the past few years, the outsourcing of 

contractual work from one country to another has grown tremendously. As a mode of 

communication has widened their reach, all economic activities have expanded globally. 

Various Business Process Outsourcing companies or call centres, which have their 

model of a voice-based business process have developed in India. Activities like accounting and 

book-keeping services, clinical advice, banking services or even education are been outsourced 

from developed countries to India. 
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The most important advantage of outsourcing is that big multi-national corporate or even 

small enterprises can avail good services at a cheaper rate as compared to their country’s 

standards. The skill set in India is considered most dynamic and effective across the world. 

Indian professionals are best at their work. The low wage rate and specialized personnel with 

high skills have made India the most favourable destination for global outsourcing in the later 

stage of reformation. 

Free Trade: 

Free trade, also called laissez-faire, a policy by which a government does not 

discriminate against imports or interfere with exports by applying tariffs (to imports) or 

subsidies (to exports). A free-trade policy does not necessarily imply, however, that a country 

abandons all control and taxation of imports and exports. 

The theoretical case for free trade is based on Adam Smith’s argument that the division of 

labouramong countries leads to specialization, greater efficiency, and 

higher aggregate production. (Seecomparative advantage.) From the point of view of a single 

country there may be practical advantages in trade restriction, particularly if the country is the 

main buyer or seller of a commodity. In practice, however, the protection of local industries 

may prove advantageous only to a small minority of the population, and it could be 

disadvantageous to the rest. 

Since the mid-20th century, nations have increasingly reduced tariff barriers 

and currency restrictions on international trade. Other barriers, however, that may be equally 

effective in hindering trade include import quotas, taxes, and diverse means of subsidizing 

domestic industries. 

Meaning of Trade Cycle: 

A trade cycle refers to fluctuations in economic activities specially in employment, 

output and income, prices, profits etc. It has been defined differently by different economists. 

According to Mitchell, “Business cycles are of fluctuations in the economic activities of 

organized communities. The adjective ‘business’ restricts the concept of fluctuations in 

activities which are systematically conducted on commercial basis. 

The noun ‘cycle’ bars out fluctuations which do not occur with a measure of 

regularity”. According to Keynes, “A trade cycle is composed of periods of good trade 

characterised by rising prices and low unemployment percentages altering with periods of 

bad trade characterised by falling prices and high unemployment percentages”. 

Features of a Trade Cycle: 

1. A business cycle is synchronic. When cyclical fluctuations start in one sector it spreads to 

other sectors. 

2. In a trade cycle, a period of prosperity is followed by a period of depression. Hence trade 

cycle is a wave like movement. 

https://www.britannica.com/topic/import
https://www.britannica.com/topic/export
https://www.britannica.com/topic/taxation
https://www.britannica.com/biography/Adam-Smith
https://www.britannica.com/topic/division-of-labour
https://www.britannica.com/topic/division-of-labour
https://www.merriam-webster.com/dictionary/efficiency
https://www.merriam-webster.com/dictionary/aggregate
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3. Business cycle is recurrent and rhythmic; prosperity is followed by depression and vice 

versa. 

4. A trade cycle is cumulative and self-reinforcing. Each phase feeds on itself and creates 

further movement in the same direction. 

5. A trade cycle is asymmetrical. The prosperity phase is slow and gradual and the phase of 

depression is rapid. 

6. The business cycle is not periodical. Some trade cycles last for three or four years, while 

others last for six or eight or even more years. 

7. The impact of a trade cycle is differential. It affects different industries in different ways. 

8. A trade cycle is international in character. Through international trade, booms and 

depressions in one country are passed to other countries. 

The four important features of Trade Cycle are (i) Recovery, (ii) Boom, (iii) Recession, 

and (iv) Depression! 

The trades cycle or business cycle are cyclical fluctuations of an economy. A full 

trade cycle has got four phases: (i) Recovery, (ii) Boom, (iii) Recession, and (iv) depression. 

The upward phase of a trade cycle or prosperity is divided into two stages—recovery and 

boom, and the downward phase of a trade cycle is also divided into two stages—recession 

and depression. 

Phases of Trade Cycle: 

                             

(1) Recovery: 

In the early period of recovery, entrepreneurs increase the level of investment which 

in turn increases employment and income. Employment increases purchasing power and this 

leads to an increase in demand for consumer goods. 
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As a result, demand for goods will press upon their supply and it shall, thereby, lead to a rise 

in prices. The demand for consumer’s goods shall encourage the demand for producer’s 

goods. 

The rise in prices shall depend upon the gestation period of investment. The longer 

the period of investment, the higher shall be the price rise. The rise of prices shall bring about 

a change in the distribution of income. Rent, wages, interest do not rise in the same 

proportion as prices. 

Consequently, the margin of profit improves. The wholesale prices rise more than 

retail prices. The prices of raw materials rise more than the prices of semi-finished goods and 

the prices of semi-finished goods use more than the prices of finished goods. 

(2) Boom: 

The rate of investment increases still further. Owing to the spread of a wave of 

optimism in business, the level of production increases and the boom gathers momentum. 

More investment is possible only through credit creation. During a period of boom, the 

economy surpasses the level of full employment and enters a stage of over full employment. 

(3) Recession: 

The orders for raw materials are reduced on the onset of a recession. The rate of 

investment in producers’ goods industries and housing construction declines. Liquidity 

preference rises in society and owing to a contraction of money supply, the prices falls. A 

wave of pessimism spreads in business and those markets which were sometime before 

sellers markets become buyer’s markets now. 

(4) Depression: 

The main feature of a depression is a general fall in economic activity. Production, 

employment and income decline. The prices fall and the main factor responsible for it is, a 

fall in the purchasing power. 

The distribution of national income changes. As the costs are rigid in nature, the 

margin of profit declines. Machines are not used to their full capacity in factories, because 

effective demand is much less. The prices of finished goods fall less than the prices of raw 

materials. 

International Trade: 

International Trade refers to the exchange of products and services from one 

country to another. In other words, imports and exports. International trade consists of goods 

and services moving in two directions: 1. Imports – flowing into a countryfrom abroad. 

2. Exports – flowing out of a country and sold overseas. 

Visible trade refers to the buying and selling of goods – solid, tangible things – 

between countries. Invisible trade, on the other hand, refers to services. 

https://marketbusinessnews.com/financial-glossary/imports-definition-meaning/
https://marketbusinessnews.com/financial-glossary/exports-definition-meaning/
https://marketbusinessnews.com/financial-glossary/visible-trade-definition-meaning/
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Most economists globally agree that international trade helps boost nations’ wealth.  

When a person or company purchases a cheaper product or service from another 

country, living standards in both nations rise. 

There are several reasons why we buy things from foreign suppliers. Perhaps, the 

imported options are cheaper. Their quality may also be better, as well as their availability. 

The exporter also benefits from sales that would not be possible if it solely sold to its 

own market. The exporter may also earn foreign currency. It can subsequently use that 

foreign currency to import things. 

The term ‘commerce’ is often (not always) used when referring to the buying and 

selling of goods and services internationally. 

Advantages of international trade 

– Comparative Advantage: trade encourages a nation to specialize in producing or 

supplying only those goods and services which it can deliver more effectively and at the best 

price, after taking into account opportunity cost. 

– Economies of Scale: if you sell your goods globally, you will have to produce more than if 

you sold just domestically. Producing in higher volumes provides greater economies of scale. 

In other words, the cost of producing each item is lower. 

– Competition: international trade boosts competition. This, in turn, is good for prices and 

quality. If suppliers have to compete more, they will work harder to sell at the lowest price 

and best quality possible. Consumers benefit by having more choice, more money left over, 

and top-quality goods. 

– Transfer of Technology: increases thanks to international trade. Transfer of technology 

goes from the originator to a secondary user. In fact, that secondary user is often a developing 

nation. 

– Jobs: great trading nations such as Japan, Germany, the UK, the USA, and South Korea 

have one thing in common. They have much lower levels of unemployment than protectionist 

countries. 

Disadvantages of International Trade 

– Over-Specialization: employees might lose their jobs in large numbers if global demand 

for a product declines. 

– New Companies: find it much harder to grow if they have to compete against giant foreign 

firms. 

https://marketbusinessnews.com/financial-glossary/commerce-definition-meaning/
https://marketbusinessnews.com/comparative-advantage-definition-meaning/
https://marketbusinessnews.com/comparative-advantage-definition-meaning/
https://marketbusinessnews.com/financial-glossary/opportunity-cost/
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– National Security: if a country is totally dependent on imports for strategic industries, it is 

at risk of being held to ransom by the exporter(s). Strategic industries include food, energy 

and military equipment. 

Balance of Payments (BOP): 

The balance of payments is a statement of all transactions made between entities 

in one country and the rest of the world over a defined period of time, such as a quarter or a 

year. 

 

  The balance of payments is the record of all international trade and financial 

transactions made by a country's residents.  

The balance of payments has three components. They are the current 

account, the financial account, and the capital account. 

 Current Account: 

The current account measures a country's trade balance plus the effects of net 

income and direct payments. When the activities of a country's people provide enough 

income and savings to fund all their purchases, business activity, and government 

infrastructure spending, then the current account is in balance. 

Financial Account: 

The financial account measures: 1) changes in domestic ownership of foreign 

assets and 2) foreign ownership of domestic assets. If foreign ownership increases more than 

domestic ownership does, it creates a deficit in the financial account. This means the country 

is selling off its assets, like gold, commodities, and corporate stocks, faster than it is 

acquiring foreign assets. 

Capital Account: 

The capital account measures financial transactions that don't affect a country's 

income, production, or savings. For example, it records international transfers of drilling 

rights, trademarks, and copyrights. Many capital account transactions happen infrequently, 

such as cross-border insurance payments. The capital account is the smallest component of 

the balance of payments. 

https://www.thebalance.com/current-account-definition-and-4-components-3306265
https://www.thebalance.com/current-account-definition-and-4-components-3306265
https://www.thebalance.com/what-is-the-financial-account-3306269
https://www.thebalance.com/what-is-the-capital-account-measurement-and-examples-3306266
https://www.thebalance.com/current-account-definition-and-4-components-3306265
https://www.thebalancesmb.com/net-income-earnings-and-profit-what-s-the-difference-398353
https://www.thebalancesmb.com/net-income-earnings-and-profit-what-s-the-difference-398353
https://www.thebalance.com/foreign-financial-assets-3193146
https://www.thebalance.com/foreign-financial-assets-3193146
https://www.thebalance.com/gold-and-the-economy-3305655
https://www.thebalance.com/what-are-stocks-3306181
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