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Preface 

 I am glad to present this book, especially designed to serve the needs  of 

the students. The book has been written keeping in mind the general weakness 
in understanding the fundamental concepts of the topics. The book is self-
explanatory and adopts the “Teach Yourself” style. It is based on question-
answer pattern. The language of book is quite easy and understandable based 
on scientific approach. 

 Any further improvement in the contents of the book by making corrections, 
omission and inclusion is keen to be achieved based on suggestions from the 
readers for which the author shall be obliged. 

 I acknowledge special thanks to Mr. Rajeev Biyani, Chairman & Dr. Sanjay 
Biyani, Director (Acad.) Biyani Group of Colleges, who are the backbones and 
main concept provider and also have been constant source of motivation 
throughout this Endeavour. They played an active role in coordinating the various 
stages of this Endeavour and spearheaded the publishing work. 

 I look forward to receiving valuable suggestions from professors of various 
educational institutions, other faculty members and students for improvement of 
the quality of the book. The reader may feel free to send in their comments and 
suggestions to the under mentioned address. 

Author 
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Chapter-1 
 

Introduction 

 
Q.1 Give an appropriate definition of Economics. 

Ans.: The term economics is derived from two Greek words “OIKOS” and 
“NEMEIN” meaning the role or law of the household. 

Economics is the study of how people and society, choose to employ 
scarce resources with or without the use of money, that could have 
alternative ;uses in order to produce ;various commodities and to 
distribute them for consumption, now or in the future among various 
persons and groups in society. 

 

Q.2 How Economics is a Science and Arts? 

Ans.:  The term science has been defined as the systematized body of 
knowledge, which traces the relationship between cause & effect.  
Applying this definition to economics we find that economics is that 
branch of knowledge where the various facts relevant to it have been 
systematically collected, classified and analyzed.   

An art is a system of rules for the attainment of a given end. An art is 
application of knowledge and practical application. Economic has all these 
feature of being an art. 

 

Q.3  How Economics is as a Normative and Positive Science? 

Ans.: It deals with thing as they “ought to be”.  It has no objection to discussion 
the moral rightness or wrongness of things.  Economics is not only 
explaining facts as they are but also justifies them.   

 Positive Science deals with things as they are means “What is”.  It explains 
their causes and effect but it remain strictly neutral. As regards ends, it 
refuses to pass moral judgments. 
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 Both can be distinguish as follows : 
 

Basis Positive Normative 

1.Expresses What is  What ought to be 

2. Based on  Cause & effect of facts & Ethics 

3. Deal with  Actual or realistic situation Idealistic situation 

4. Value judgment  Are not given Are given 

 

Q.4  What is Micro and Macro Economic? 

Ans.:  The term Micro derived from greek word “Mikros” which means small.  It 
is concern with the study of individual decision units. 

The term macro has been derived from greek word “Makros” which 
means large.  It is that branch of economics analysis which studies the 
behaviour of not one particular unit, but of all units combined together. 

 Both can be distinguish as follows :  

S.No. Basis Micro Macro 

1. Study Individual Economy as a whole 

2. Deal With Individual Units Aggregate Units 

3. Tools Demand & Supply of a 
Particular Commodities 

Aggregate Demand 
and Aggregate Supply 
of Economy as a whole  

4. Central 
Problem 

Price Determination of 
Commod-ities or 
Factors of Production  

Determine Level of 
Inco-me & 
Employment 

5. Prices Relative Prices Decide Absolute Price Decide 

6. Type of 
Analysis 

Particle Equi Analysis General Equi Analysis 

7. Scope Narrow Wider 

8. Understanding Easier Complex 

Q.5 What is Economic Law? 
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Ans.: Economic laws are intellectual experiments carried out with the help of 
certain assumptions. It is a statement about the cause and effect 
relationship between two economic phenomenons which can be measured 
by money price. 

 

Q.6 What is Business Economics? 

Ans.: It is that branch of knowledge in which theories of economics analysis are 
used for solving business management problem and determination of 
business policies. 

 Characteristics of business Economic as follows :  

  (i)  Micro economic in nature   

 (ii) Theory of firm or economics of firm 

 (iii) Importance of macro economics too 

 (iv) Pragmatic & applied approach 

          (v) Perspective nature    

 (vi) Decision making at managerial level 

          (vii) Coordinating nature   

 (viii) Both science and arts 

          (ix) More refined subject   

 (x) Facilitate plug. 

 

Q.7 Point out the importance or significance of Business Economics? 

Ans.:  (i) Helpful in organizing     

 (ii) Helpful in planning 

          (iii) Helpful in decision making  

 (iv)  Helpful in coordination 

          (v) Helpful in foreword plug    

 (vi) Helpful in cost control 
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          (vii) Helpful in demand forecasting  

 (viii) Minimizing uncertainties 

          (ix) Helpful in chalking out business policies 

 (x) Helpful in understanding external environment 

 

Q.8  What are the scope of Business Economics? 

Ans.:  (i) Demand analysis and forecasting  

 (ii) Political planning and management 

 (iii) Cost analysis     

 (iv) Pricing policies and practices 

 (v) Profit management    

 (vi)  Capital management 

 (vii) Decision theory under uncertainty 

 (viii) Sales promotion & strategy 

 

Q.9 Identify the responsibility of Business Economist. 

Ans.: (i) Maintain reasonable profit    

 (ii) Successful forecasting 

(iii) Awareness and co-ordination   

(iv) SWOT Analysis 

 (v) Establish himself in strategic position 

 (vi) Contact with sources and specialists of information. 
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Unit -2 
 

Demand Analysis 

 
Q.1.  What is Demand?  

Ans.: Meaning : The demand for any commodity at a given price is the quantity 
of it which will be bought per unit of time at that price.  

Elements of Demand : According to the definition of demand here are 
three elements of demand for a commodity :- 

(i) There should be a desire for a commodity.  

(ii) The consumer should have money to fulfill that desire.  

(iii) The consumer should be ready to spend money on that commodity. 

Thus we can define demand as the desire to buy a commodity which is 
backed by sufficient purchasing power and a willingness to spend.  

 

Q.2  What are the Determinants of Demand?   

Ans.: There are many economic, social and political factors which greatly 
influence the demand for a commodity. Some of these factors are 
discussed below :  

(1) Price of the Commodity  

(2) Price of Related Goods  

(i)  Complementary Goods  

(ii) Substitute Goods  

(3) Level of Income and Wealth of the Consumer  

 (i)  Necessities 

 (ii)  Inferior goods     

 (iii)  Luxuries  
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(4) Tastes and Preference 

(5) Government Policy  

(6) Other Factors :  

(i) Size and Composition of Population  

(ii) Distribution of Income and Wealth  

(iii) Economic Fluctuations 
 

Q.3 What is the Law of Demand?  

Ans.: The law of demand states that, other things being equal, the demand for a 
good increases with a decrease in price and decreases with a increase in 
price.  

The term other things being equal implies the prices of related goods, 
income of the consumers, their tastes and preferences etc. remain constant.   

 

Q.4 What is a Demand Schedule?  

Ans.: Meaning : A Demand schedule is a list of the different quantities of a 
commodity which consumes purchase at different period of time. It 
expresses the relation between different quantities of the commodity 
demanded at different prices.  

(i) Individual Demand Schedule : It is defined as the different 
quantities of a given commodity which a consumer will buy at all 
possible prices:- 

 

Price (Rs.) Quantity Demanded 

1 
2 
3 
4 

5 
4 
3 
2 

(ii) Market Demand Schedule: Market demand schedule is defined as 
the quantities of a given commodity which all consumer will buy at 
all possible prices at a given moment of time:-  
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Price  

(Rs.) 

A’s 
Demand 

(1) 

B’s 
Demand 

(2) 

Market 
Demand 

Schedule (1+2) 

1 
2 
3 
4 

4 
3 
2 
1 

5 
4 
3 
2 

4+5=9 
3+4=7 
2+3=5 
1+2=3 

 

Q.5  What is a Demand Curve?  

Ans.: Meaning : Demand Curve is simply a graphic representation of demand 
schedule. It expresses the relationship between different quantities 
demanded at different possible prices of the given commodity.  

(i) Individual Demand Curve : The graphic representation of 
Individual Demand is known is Individual Demand Curve.  

 

 

 

Thus individual demand curve is the one that represent different 
quantities of a commodity demanded by a consumer at different 
prices.  

(ii) Market Demand Curve : The graphic representation of market 
demand schedule is known as Market Demand Curve.  

Thus market demand curve is the one that represents total 
quantities of a commodity demanded by all the consumers in the 
market at different prices. It is the horizontal summation of the 
individual demand curves.  
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Fig.(i) shows A‟s Demand Curve, fig.(ii) shows B‟s Demand Curve 
and fig. (iii) shows the Market Demand Curve. Thus by adding the 
different points on individual demand curves one get the market 
Demand Curve.  

 

Q.6  Why do Demand Curve slopes downwards?  

Ans.: Reasons are :- 

(i) Law of Diminishing Marginal Utility : The law of demand is 
based on the law of diminishing marginal utility which states that 
as the consumer purchases more and more units of a commodity, 
the satisfaction derived by him from each successive unit goes on 
decreasing. Hence at a lesser price, he would purchase more. Being 
a rational human beings the consumer always tries to maximize his 
satisfaction and does so equalizing the marginal utility of a 
commodity with its price i.e. Mux = px.  

 It means that now the consumer will buy additional units only 
when the price falls.  

(ii) New Consumers : When the price of a commodity falls many 
consumers who could not begin to purchase the commodity e.g. 
suppose when price of a certain good  „x‟ was Rs. 50 market 
demand was 60 units now when the price falls to Rs. 40, new 
consumers enter the market and the overall market demand rises to 
80 units.  
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(iii) Several Use of Commodity : There are many commodities which 
can be put to several uses e.g. coal, electricity etc. When the prices 
of such commodities go up, they will be used for important 
purpose only and their demand will be limited. On the other hand, 
when their price fall they are used for varied purpose and as a 
result their demand extends. Such inverse relation between 
demand and price makes the demand curve slope downwards.  

(iv) Income Effect : When price of a commodity changes, the real 
income of a consumer also undergoes a changes. Hence real income 
means the consumer‟s purchasing power. As the price of a 
commodity falls the real income of a consumer goes up and he 
purchases more units of a commodity eg. Suppose a consumer 
buys units wheat at a price Rs. 40/kg now, when the price falls to 
Rs. 30/kg. his purchasing power or the real income increase which 
induces him to buy more units of wheat.  

(v) Substitution Effect : As the price of a commodity falls the 
consumer wants to substitute this good for those good which now 
have become relatively expensive e.g. among the two substitute 
goods tea and coffee, price of tea falls then consumer substitutes tea 
for coffee. This is caused the „Substitution effect‟ which makes the 
demand curve sloped downwards.  

 In a nutshell, with a fall in price more units are demanded partly 
due to income effect and partly due to substitution effect. Both of 
these are jointly known as the „price effect‟. Due to this negative 
price effect the demand curve slopes downwards.  

 

Q.7  What are the exceptions to the Law of Demand?  

Ans.: Exceptions to the law of demand refers to such cases where the law of 
demand does not operate, i.e., a positive relationship is established 
between price and quantity demanded. 

(i) Giffen Goods : Sir Giffen made an interesting observation in 1845 
during famine in Ireland. When price of potatoes went up, poor 
people purchased more quantity of potatoes instead of less 
quantity as expected from the law of demand. The reason was that 
between two items of food consumption meat and potatoes- 
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potatoes were still cheaper, with the result that the poor families 
purchased more of potatoes and less of meat. This is known as 
Giffen effect which is seen in cheap necessary foodstuffs. Again, the 
word „Giffen‟ is not synonymous with „inferior‟. It simply refers to 
those goods which have a positive relationship with price.  

(ii) Conspicuous Goods or Goods of Ostentation  

(iii) Conspicuous Necessities  

(iv) Future Expectations About Prices  

(v) Change in Fashion  

(vi) Ignorance  

(vii) Emergency  

 

Q.8  What is meant by Change in Demand?  

Ans.:      Change in Demand 

 

 

Caused by  

Change in Price 

 

Caused by Changed in  

Factors other than Price 

 

Movement along 

the  Same Demand Curve 

 

Shifting of the whole   

Demand Curve 

 

 

 

 

Expansion of 
Demand 

Contraction of 
Demand 

Increase in  
Demand 

Decrease in 
Demand 

(1) Movement along the Same Demand Curve :  When due to change 
in price alone demand changes, it is expressed by different points 
on the same demand curve.  

(i) Expansion of Demand : When with a fall in price, demand 
for a commodity rises (other things being equal it is called 
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expansion of demand. It is represented through the 
downward movement along the demand curve.  

 
 

 In this figure, D1 D2 is the demand curve of apples. Other 
things being equal, at price F,Q quantity of apple is 
purchased. As the price of the apple goes down say P2 more 
quantity Q2 of apples is purchased. This change in demand 
D1 to D2 along the demand curve shows Expansion of 
demand. 

(ii) Contraction of Demand : When with an increase in price, 
demand for a commodity falls (other things being equal) It is 
called contraction of demand. It is represented by upward 
movement along the demand curve.  

 

 
 

In this figure, D1 D2 is the demand curve of apples.  Other 
things being equal at price P1, Q1, quantity of apples are 
purchased. As the price rises to P2 only  Q2  quantity of 
apples are purchased.  
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 This change in demand from K1 to K2 along the demand 

curve shows contraction in demand.  

(2) Shifting of Whole Demand Curve:- When due to change in factors 
other than price of the same commodity like change in taste, 
income etc. the demand changes, the entire demand curve shifts 
either upwards or downwards.  

(i) Increase in demand:- When due to favorable change in 
factors other than the price the demand of the commodity 
rises it is called increase in demand. It is represented by a 
right ward shift in the demand curve.  

Increase in demand takes place in two ways :- 

(a) When more purchase takes place at same price. 

(b) When same purchase takes place at more price. 
 

 

 

 Here DD is the original demand curve where Q1 quantity is 
bought a P price. Due to the change in factors the quantity 
purchased increases to Q2 at the same price P. this causes 
the demand curve to shift upward or to the right. This shift 
in demand curve is called increase of demand.  

(ii) Decrease in Demand : When due to change in factors other 
than the price the demand of the commodity falls, it is called 
decrease in demand. Its is represented by a left ward shift in 
the demand curve.  

 Decrease in demand takes place in two ways :-  
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(a)  When less purchase takes place a same price.  

(b) When same purchase takes place at less price. 
  

 
  

 Here DD is the original demand curve where Q1 quantity is 
bought at P price. Due to the change in other factors the 
quantity purchased decreases to Q2 at same price P. This 
cause the demand curve to shift downward or leftward. This 
shift in demand curve is called decrease in demand.  

 

Q.9  What is Elasticity of Demand?  

Ans.: Meaning : The elasticity of demand measures the responsiveness of the 
quantity demanded of a good to change in its quantitative determinant. 
Types Elasticity of demand are as follows :-  

(i) Price Elasticity of Demand  

(ii) Income Elasticity of Demand  

(iii) Cross Elasticity of Demand  
 

Q.10  What is Price Elasticity of Demand?  

Ans.: The Degree of responsiveness of the quantity demanded of a good to a 
change in its prices of goods.   

Methods to measures the elasticity of demand. 

(1) % or Proportionate Method  

(2) Total Outlay or Total Expenditure Method  

(3) Point Elasticity or Geometric Method  
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(4) Arc Elasticity Method  

(1) % or Proportionate Method : 

  
%Change in Quantity

% Change in Price
pE  

  

Change in Quantity
100

Original Quantity

Change in Price
100

Original Price 

p

x

E

x

 

  
Change in Quantity Original Price

Original Quantity  Change in Price
pE x  

 ;Symbolically  

  

q
100

q

p
100

p

p

x

E

x

 

  p

q p q p
E x x

q p p q
 

  

 There are five degrees of Price Elasticity of Demand :- 

(i) Perfectly Elastic Demand : A Perfectly elastic demand is one in 
which demand is infinite at the prevailing price. It is a situation 
where the slightest rise in price causes the quantity demanded of 
the commodity to fall to zero.  

 

 

Ep =>  Price Elasticity 

q  =>  Quantity 

p => Price 

∆          => A very small change 
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 (ii) Perfectly Inelastic Demand : Perfectly inelastic demand is one in 
which a change in quantity demanded. It is a situation where even 
substantial changes in price leave the demand unaffected.  

 

 

 (iii) Unitary Elastic Demand : unitary elastic demand is one in which 

the quantity demanded changes by exactly the same percentage as 

the price. It is a situation when change in quantity demanded in 

response to change in price of the commodity is such that total 

expenditure of the commodity, remains same.  

 

 

 

 (iv) Greater than Unitary Elastic Demand or Elastic Demand :  A 
elastic demand is one in which the quantity demanded changes by 
a larger percentage than the price. It is a situation when change in 
quantity demanded in response to change in price of the 
commodity is such that the total expenditure on the commodity 
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increase when prices decreases and total expenditure decreases 
when price increases.  

 

 
 

 (v) Less than Unitary Elastic Demand or Inelastic Demand : Inelastic 
Demand is one in which quantity demanded changes by a smaller 
percentage than the change in price.  

 It is a situation when change in quantity demanded in response to 
change in price of the commodity is such that total expenditure on 
the commodity decreases when price falls and total expenditure 
increases when price rises.  

 

 
 

(2) Total Outlay Method : Under this the elasticity of demand can be 
measured by considering the changes in price and the subsequent 
change in the total quantity of goods purchased and the total 
amount of money spent on it. This method gives only the nature of 
elasticity and not the exact numerical value.   
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Degree of prices elasticity of demand according to this method as follows :  

(i)  Elastic Demand : The demand for a commodity is elastic 
when the total expenditure on it increases with a fall in 
price. eg.  

   Price (p) Quantity (q)   Total Expenditure (p x q)  

   Rs. 10/kg        2kg    Rs.20 

   Rs. 5/kg       5kg    Rs.25 

In other words elasticity of demand in this case is greater 
than unity.  

Diagrammatically :-  

 
 

(ii)  Unitary Elastic Demand : here, with a fall in price the total 
outlay of the consumers on that commodity remains the 
same, though he purchase more in terms of units. Elasticity 
in this case equals to one.  

Price (p) Quantity (q)   Total Expenditure (p x q)  

   Rs. 10/kg        2kg    Rs.20 

   Rs. 5/kg  4kg     Rs. 20 

   Graphically :-  
 

 



22          

 

 (iii) Inelastic demand : A commodity will have inelastic demand 
when with a fall in its price the total expenditure on it also 
falls. Here, the elasticity is less than unity. e.g.  

  Price (p) Quantity (q)   Total Expenditure (p x q)  

  Rs. 10/kg        3kg    Rs.30 

  Rs. 4/kg       5kg    Rs.20 

 

 

 

 (3) Point Elasticity Method : In this method we measure elasticity at a 
given point on the demand curve. Here we make use of derivatives 
rather than finite changes in price and quantity. Point elasticity can 
also be calculated as :-   

                        Lower segment on the demand curve  

  Upper Segment on the demand curve  

 The elasticity of demand at point x on the demand curve DD1 is 
1XD

XD
.  
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 Again, elasticity of demand is different at various points on the 
demand curve. This may be graphically shown as :-  

 
 

 Thus we can see that as we move from point D1 to D2 the elasticity 
goes on increasing. At the mid-point it is equal to one at D it is 
infinity and at D1. it is zero.  

(4) Arc Elasticity : It is a measure of the average responsiveness to 
price change exhibited by a demand curve over some finite stretch 

of the curve.  

Change in Quantity Demand

Original Quantity plus Quantity after Change

Change in Price Demand

Original Price plus Price after Change

dE    

 In notation form it can be 
expressed as :- 

  1 2

1 2

p

 

d

q

q q
E

p p

 

1 2

1 2p  

p pq
x

q q
 

  

 

   ∆q => Change in quantity 

∆p     => Change in price 

 q1     => Original quantity 

 q2     => New quantity 

 p1     => Original price 

 p2      => New price 
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Q.11  What are the Determinants of Price Elasticity of Demand?  

Ans.: (i) Nature of Commodity  

(ii) Substitute Goods  

(iii) Position of a Commodity in a Consumer‟s Budget  

(iv) Number of Uses   

(v) Time Period  

(vi) Consumer Habit  

(vii) Joint or Tied Demand  

(viii) Price Expectation  

 

Q.12  What is Income Elasticity of Demand?  

Ans.: Income elasticity of demand is the ratio of change in demand to the 
change in income.  

  
% Change in Quantity Demanded

% Change in Income
iE  

  

Change in Qunatity
100

Original Quantity

Change in Income
100

Original Income

i

x

E

x

 

  
Change in Quantity Original Income

Original Quantity Change in Income
iE x  

 Symbolically; 

  

100

y
100

y 

i

q
x

q
E

x

 

 

 
 y y  

i

q y q y
E x x

q q
 

Where, Ei =>  Income Elasticity 

 q  =>  Quantity 

 y => Income 

 ∆ => A very small change 
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Q.13  What are the Degrees of Income Elasticity of Demand?  

Ans.:   (ii) 

 (i)   (iii) 

      (iv) 

       (v) 

        

  (vi) 

 (i) Negative Income Elasticity of Demand : Negative Income 

Elasticity of Demand is one in which demand for a commodity falls 

as the income rises.  

   This holds good for inferior goods.  

 (ii)  Zero Income Elasticity of Demand : Zero income elasticity of 

demand is one in which demand of a commodity does not change 

as the income changes.  

 This holds good for essential goods.  

 (iii) Greater than Zero but less than One Income Elasticity of Demand 

: Greater than zero but less than one income elasticity of demand is 

one in which demand for a commodity rises less than in proportion 

to a rise in income.   

 (iv)  Unitary Income Elasticity of Demand : Unitary income elasticity of 

demand is one in which the demand for a commodity rises in the 

same proportion as the rise in income.  

 (v)  Greater than Unitary Income Elasticity of Demand : Greater than 

unitary income elasticity of Demand is one in which the demand 

for commodity rises more than in proportion to rise in income.  
 

Q.14  What is Cross Elasticity of Demand?  

Ans.: The cross elasticity of demand is the responsiveness of demand  
for commodity X to change in price of commodity Y and is represented as  
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follows :-  

Proportionate Change in the Quantity Demanded of Commodity X

Proportionate Change in the Price of Commodity Y 
cE   

Symbolically:  

 .c

qX pY
E

pY X
 

The relationship between X and Y commodities may be substitute as in 
case of tea and coffee or complementary as in the case of ball pens and 
refills.  

(i) Cross elasticity = Infinity where Commodity X is nearly a perfect 
substitute for Commodity Y  

(ix) Cross Elasticity = Zero where Commodities X and Y are not related  

(x) Cross Elasticity = Negative where Commodities X and Y are 
complementary  

Thus, if Ec approaches infinity, means that commodity X is nearly a 
perfect substitute for commodity Y. On the other hand, if Ec approaches 
Zero it would mean that the two commodities in question are not related 
at all. Ec shall be negative when commodity Y is complementary to 
commodity X.  

 

Q.15   What are the factor affecting Elasticity of Demand? 

Ans.: (i) Nature of Commodity : Ordinarily, necessaries like salt, Kerosene, 
oil, match boxes, textbooks, seasonal vegetables, etc. have less than 
unitary elastic demand. Luxuries like air conditioner, costly 
furniture, fashionable garments etc. have greater than unitary 
elastic demand. The reason being that change in their price has a 
great effect on their demand. Comforts like milk, transistor cooer, 
fans etc have neither very elastic nor very inelastic demand. Jointly 

Demanded Goods like car & petrol, pen & ink, camera & films etc. 
have ordinarily in elastic demand for example rise in price of petrol 
will not reduce its demand if the demand for cars has not 
decreased.  
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(ii) Availability of Substitutes : Demand for those goods which have 
substitute are relatively more elastic. The reason being that when 
the price of commodity falls in relation to its substitute, the 
consumer will go in for it and so its demand will increase. 
Commodities have no substitute like cigarettes, liquor etc. have 
inelastic demand.  

(iii)  Different Uses of Commodity : Commodities that can be put to a 
variety of uses have elastic demand, for instance, electricity has 
multiple uses. It is used for lighting, room-heating, air-
conditioning, cooking etc. If the tariffs of electricity increase, its use 
will be restricted to important purpose like lighting. It will be with 
drawn from important uses. On the other hand, if a commodity 
such as paper has only & a few uses, its demand is likely to be 
inelastic. 

(iv) Postponement of the Use : Demand will be elastic for those 
commodities whose consumption can be postponed for instance 
demand for constructing a house can be postponed. As a result 
demand for bricks, cement, sand etc. will be elastic. Conversely 
goods whose demand can not be postponed, their demand will be 
inelastic.  

(v) Income of Consumer : People whose incomes are very high or very 
low, their demand will ordinarily be inelastic. Because rise or fall in 
price will have little effect on their demand. Conversely middle 
income groups will have elastic demand.  

(vi) Habit of Consumer : Goods to which a person becomes 
accustomed or habitual will have in elastic demand like cigarette, 
coffie tobacco. Etc. It is so because a person cannot do without 
them.  

(vii) Proportion of Income Spent on a Commodity : Goods on which a 
consumer spends a very small proportion of his income, e.g. 
toothpaste, needles etc. will have an inelastic demand. On the other 
hand goods on which the consumer spends a large proportion of 
his income e.g. cloth etc. their demand will be elastic.  

(viii) Price Level : Elasticity of demand also depends upon the level of 
price of the concerned commodity. Elasticity of demand will be 
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high at higher level of the price of the commodity and low at the 
lower level of the price.  

(ix) Time Period : Demand is inelastic in short period but elastic in long 
period. It is so because in the long run, a consumer can change his 
habits more conveniently in the short period.          

   

Q.16  What is the importance or significance of Elasticity of Demand?    

Ans.: (i) Helpful in Price Determination : The concept of elasticity helps a 
monopolist in fixing prices for his product. He will fix a higher 
price in those markets where there is inelastic demand for his 
product. Conversely, he will fix a lower price for the same product 
in some other segments of the market where there is elastic 
demand for that particular product. In this way he can discriminate 
the price to maximize his profit.  

(ii) Useful for Government : Government fixes a higher tax rates in 
case of goods having inelastic demand and a lower tax rate for 
good having elastic demand.  

(iii) useful in International Trade : It helps to calculate the terms of 
trade and the consequent gain from foreign trade. If the demand for 
home product is inelastic, terms of trade will be profitable to the 
home country.  

(iv) Helpful in Forecasting Demand : It is possible to forecast the 
demand for a particular commodity by analyzing its states of 
elasticity.  

(v) Elasticity of Demand : Elasticity of demand also helps in taking 
decision regarding devaluing or revaluing a country in terms of 
foreign currency.  

 

□ □ □ 
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Unit 3 
 

Production and Cost Theory 

 

Q.1 What is production?  

Ans.: Meaning : Production means creation or addition of utilities.  Any activity 
that makes a product more useful is called production. 

Definition : According to Fairchild, „production consists of creation of 
utility in wealth‟. A.J. Brown, „production includes any activity and the 
provision of any service, which satisfies or is expected to satisfy a want‟. 

 

Q.2 What are the various forms of utility creation? 

Ans.: The creation of utility is done in the following way :- 

(1) Form Utility  (2) Place Utility  (3)   Time Utility  

(4) Possession Utility (5) Knowledge Utility (6)   Service Utility 
 

Q.3 What are the Factors of Production? 

Ans.: According to Prof. Behharn, „All goods and services which help in the 
process of production are called factors of production‟.   

 (i) Land  (ii) Capital  (iii) Labour (iv) Entrepreneur. 
 

Q.4  What is land? 

Ans.: Land is one of the indispensable factors of production. Land refers to the 
upper surface of earth only.  But in economics.  In includes not only the 
upper surface of earth but also other free gifts of nature which includes 
mountains, hills water resources, mines, air, light etc. 

 Land includes all the natural resources used in production process. 
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 Characteristics of Land: 

(i) Land is the free gift of nature   

(ii)  Limited in Supply  

(iii) Land is Heterogeneous  

(iv)  Land is not Mobile  

(v) Land is Indestructible   

(vi) Land is a Passive Factor of Production 

(vii) Land is Subject to the Law of Diminishing Returns  

 

Q.5 What is Labour? 

Ans.: It induces both mental and physical efforts which are taken to produce the 
goods.  It is different from the other factors of production, as it has a 
„Human element‟ in it. In  economics, labour is that person who gets a 
reward in return for services rendered on the work he has done.  Reward 
given to a worker is known a „wage‟. 

 Characteristics of labour : 

(i) Labour is Inseparable from Labourer Itself 

(ii) Labourer Sells his Labour Power 

(iii) Labour is Perishable  

(iv) Labour has Less Bargaining Power 

(v) Labour Power Differs from Labourer to Labourer  

(vi) Productivity or Efficiency of Labour may be Increased 

(vii)  Labour is Less Mobile 

(viii) Backward Sloping Labour Supply Curve : A labour has to choose 
between the house of work and hours of leisure.  There exists a 
direct relationship between the supply of labour and the wage rate.  
As the wage rate increases, labour increases the hours of work, 
reducing the hours of leisure.  However, after a certain level, even 
if the wage increases, labourer does not increase his hours of work 
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any more, rather increases his hours of leisure.  This leads to a 
backward sloping supply curve of labour. 

 
 

Q.6 What is Capital?  

Ans.: That part of wealth used in production process and income generation. 

 It is produced source of production. 

 Characteristics of Capital : 

 (1) Only the wealth may be capital.  If a commodity is not wealth, it 
cannot be capital.  A commodity must possess following three 
characteristics to be wealth: 

  (i) Utility,   

  (ii) Scarcity,   

  (iii) Transferability. 

 (2) Only the man made wealth is capital.  Free gifts of nature such as 
land, water resources, mineral resources cannot be capital. 

 (3) Only that part of wealth is capital which is used in production 
process or which yields income.  If a part of wealth is not utilized in 
production process, it cannot be capital. 

 (4) All the capital is wealth but all the wealth is not capital. 

 Classification of Capital : 

 1 Real Capital and Human Capital   

 2 Individual Capital and Social Capital  

 3 Fixed Capital and Circulating Capital   
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 4  Tangible Capital and Intangible Capital  

 5  Productive Capital and Consumption Capital  

 6  Specific and Non-specific Capital 

 7  Sunk and Floating Capital 

 8  Physical and Personal Capital 

 9  Remuneration and Auxiliary Capital 

 10  National and International Capital 

 11  Internal and Foreign Capital 

 12  Private and Social Capital 

Capital Formation through following Stages : It represents the excess of 

income over consumption.  When savings of an economy are invested 

further in the economic process with a view to attain more production, it 

is known as capital formation. 

  (1)  Creation of Saving   

  (2)  Mobilization of Savings   

  (3)  Investment of Saving 

 

Q.7 Who is an Entrepreneur? 

Ans.: The task of organization is undertaken by a specialized class of people in 

modern industry who are generally known as entrepreneurs. The 

fundamental function of the enterprise/entrepreneur is to visualize the 

possible situations which can be easily utilized for the expansion of the 

productive capacity so that the standard of living of the people may be 

raised rapidly.  For this he takes efforts to organize production by 

bringing together land, labour and capital. 

         

Type of Entrepreneur 
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 Nature  Ownership         Size         Number   Social Utility 

 

Innovative Imitative  Fabion Drone Small  Large      Single    Group          Model      Exploitative 

     

     Govt.     Pvt. Joint Sec.    Co-op. Sector 

 

  (1)  Functions of an Entrepreneur :- An entrepreneur performs the 
following main functions :- 

   (i)  Planning and Initiating Business 

   (ii)  Organizing the Business 

   (iii)  Risk Bearing function 

   (iv)  Innovations 

  (2)  Problems of Entrepreneur : An enterprise faces a number of 
problems from its inception till its closure.  Some of them are 
discussed as under: 

   (i)  Problems Relating to Objectives 

`    (a)  Organic Objectives 

    (b)  Economic Objectives 

    (c)  Social Objectives  

    (d)  Human Objective. 

     (e)  National Objectives 

   (ii)  Problem Relating to Locations and Size of the Plant 

   (iii)  Problems Relating to Finance 

  (iv)   Problems Relating to Marketing 

  (v)  Problems Relating to Legal Formalities 

   

Q.1. What is Production function? 

Ans.: Production function means functional relationship between physical 
inputs of factors of production and physical output of a firm.  It indicates 
maximum rate of output that can be obtained from different combinations 
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of productive factors during a certain period of time and for a given state 
of technical knowledge and marginal ability.   

    P = f (a, b, c, d . . . . .) 

Whereas, 

  P = Quantity of production 

  a b c d … = Quantities of various factors of production 

  F = Function of (depends upon) 

Two things are important to be noted is this respect :- 

(i)  Production function should be considered with reference to a 
particular period of time.   

(ii)  Production function is determined by the state of given technology.  
If there is any change in technological know how, production 
function will also change. 

Nature or Characteristics of Production Function : 

(i) It shows relationship between physical quantities of output and 
input. 

(ii) It is totally independent of the price of product and also of the 
factors of production. 

(iii) It should be considered with a given state of technology.   

(iv) It should be considered with reference to a particular period of 

time.   

(v) Change in inputs is essential to change a production function.  
Quantity of a factor of production should be measured in terms of 
the length of time for which it is used. 

 

Q.2 What are the various concepts of Product? 

Ans.: Concept of Product : 

(1) Total Product (TP) : TP is the total quantity of goods produced by a 

firm during a specific time period.  It can be increased by increasing 

the quantity of variable factor.  As shown in the figure, the T.P 
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curve starts from the origin, increases at increasing rate, rises at a 

decreasing rate, reaches, the maximum and then starts falling : 

 

 

 (2) Marginal Product (MP) : MP is the change in the T.P by producing 
one more unit of output.  That is, it is the difference made to T.P 
from the use of an additional unit of variable factor (labour). 

   MP = T.Pn - T.Pn – 1 

Where n = Number of units produced 

(3) Average Product (AP) : It is the amount of output per unit of the 
various factor employed. 

   AP =         Total Output 

      No. of Labour Input 

  Or  AP = TP/n 
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Q.3 What is the Cobb-Doughlas Production Function? 

Ans.: It considers only two inputs of production labour and capital.   

  Q = KLα Cb……C1-α 

 Whereas, 

Q = Quantity of Output  

L = Quantity of Labour 

  C = Quantity of Capital 

K = Positive Constants 

(i) This function assumes that there are only two inputs of production: 
Labour and capital and all the units of an input are identical and 
homogenous. 

(ii) 75% of increase in production is due to labour and 25% is due to 
capital. 

(iii) Nature of this function is linear and homogeneous i.e. if the 
quantity of labour and capital is doubled, quantity of production 
will also be double. 

(iv) This function assumes perfect competition in the market. 

(v) Returns to scale applies to manufacturing industry. 

Criticisms of Function : 

(i) This function considers only two inputs of production. 

(ii) This function is based on the assumption of constant returns to 
scale which is not a real assumption. 
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(iii) This function is based on the assumption of perfect competition in 
the market which is also not a real assumption. 

(iv) This function assumes that all the units of an input of production 
are identical and homogeneous which is also not very much 
practical. 

 

Q.4 What is the Law of Variable Proportion (Law of Diminishing Return)? 

Ans.: As we increase the quantity of any one input (say labour) which is 
combined with a fixed quantity of other inputs, the marginal productivity 
of a variable inputs starts declining after a limit.  

Assumptions : 

(a)  Technology is constant. 

(b)  All units of the variable factor (say labour) are homogenous. 

(c) There must be always some fixed inputs. 

In the short run output may be increased by using more of the variable 
factor(s), which capital (and possibly other factors as well) are kept 
constant. The marginal product of the variable factor(s) will decline 
eventually as more land more quantities of this factor (S) are combined 
with other constants factor(s).  The expansion of output with one factor 
(atleast) constant is described by the law of (eventually) diminishing 
returns of the variable factors, which is often referred to as the law of 
variable proportions. 
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From the figure it is clear that the total product (TP) curve increases to a 
point and then decline.  AP and MP curves first rise and then fall, the fall 
in MP being more than that of AP curve. 

 Thus the entire law can be understood in three stages as :- 

1st Stage - Law of Increasing Returns : 

Meaning : When increase in output is in greater proportion than increase 

in inputs, it is known as the law of increasing returns. This law explains 

that when the quantity of a variable factor of production is increased, 

marginal product shows an increasing tendency or in other words, total 

product increases at an increasing rate. 

The law of increasing returns is the state of production when the quantity 

of one or more factors of production is kept constant and the quantities of 

other variable factors are gradually increased, and corresponding return 

to an additional unit of variable factor goes on increasing. 

 In the above figure, units of labour are shown on x-axis and Marginal and 

average products are shown on y axis, MP is Marginal product curve and 

AP is average product curve.  Both the MP and AP are increasing as the 

units of labour are increased.  It implies that total product is increasing at 

an increasing rate. 

Causes of the Operation of Law of Increasing Returns :  

(1) Economies of Division of Labour and Specialization  

(2) Saving of Time and Improvement in the Technique of Production  

(3) Economies of the Use of Specialized Machinery  

(4)  Managerial Economies 

(5) Economies of Buying and Selling  

Limitations of the Law of Increasing Returns :  

(1) This Law Applies Only at Initial Stage : Law of increasing returns 

applies only at the initial stage of production because at this stage, 

an increase in the variable factors of production leads generally to 
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improved productivity of labour and capital. Very soon this law 

ceases to operate.  

(2) This Law Cannot Continue Indefinitely : This law will apply only 

upto the optimum ratio of factors of production is achieved.  

2nd Stage - Law of Diminishing Returns : 

 “With a fixed amount of any one factor of production, successive 

increases in the amount of the other factors will after a point, yield a 

diminishing increment of the product leads average and marginal product 

will eventually decline."  

 

Product Schedule 

Unit of 
Labour 

Total Product 
(Tons) 

Average Product 
(Tons) 

Marginal Product 
(Tons) 

1 

2 

3 

4 

5 

10 

19 

27 

33 

37 

10 

9.5 

9 

8.25 

7.4 

10 

9 

8 

6 

4 
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In above figure, units of labour are shown on x-axis. Marginal and average 
products are shown on y-axis. MP curve and AP curve are also shown. 
Both the MP and AP curves are declining as and when the units of labour 
are increased. It implies that total product is increasing at a diminishing 
rate.  

Conditions or Causes of the Operation of Law of Diminishing Returns :  

(1) Fixity of One or More Factors of Production  

(2) Scarcity of Productive Resources  

(3) Going Beyond the Optimum Combination of Factors of Production  

(4) Factors of Production are not Perfect Substitutes for One Another  

 

Limitations of the Law of Diminishing Returns :  

(i) It is assumed that the state of technology remains unchanged.  

(ii) It is assumed that the organizational structure and managerial 
efficiency of the firm remain unchanged.  

(iii) It is assumed that there are some inputs whose quantity may be 
kept fixed and the quantity of other inputs may be changed, as 
required. This law will not apply if all the factors of production are 
proportionately changed.  

(iv) All the units of variable factor are homogenous.  

(v) The law is concerned with the physical quantity of product only 
and not with its value.  

(vi) It is essential for the operation of this law that optimum 
combination of resources of production must have already been 
achieved because this law applies only after this stage.  

(vii) It is also assumed that the factors of production, particularly 
variable factors, are divisible as required.  

3rd Stage - Law of Negative Returns :  

It explains the situation in which total product starts to decline and 
marginal product becomes negative. No producer likes to get this 
situation.  He would discontinue to increase the quantity of variable 
factors of production because as soon as the quantity of variable factors of 
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production is increased under this stage, total product starts to decline 
and marginal product turns to be negative. This situation starts only after 
the point of maximum total product. This satiation can be improved by 
reducing the quantity of variable factors of production.    
 

Stages in the Law of Variable Proportion 

Stage Term 
used 

TP AP MP Reference 
Point 

Stage 
I 

Increasing 
Returns to 
the factor 

Starts from 
origin, increases 
at an increasing 

rate and then 
increases at a 

decreasing rate 

Starts from 
the origin 
and then 

increases till 
its maximum 

point 

Increases, 
reaches a 

maximum & 
then starts 

falling 

From 
origin to 
point b 

Stage 
II 

Diminishi
ng 

Returns to 
the factors 

Increases at a 
decreasing rate 

till it reaches the 
maximum point 

Falls 
continuously 

Falls 
continuously till 
it is equal to zero 

From 
point b to 

point d 

Stage 
III 

Negative 
returns to 
the factor 

Falls Falls 
continuously 

It is negative Point d 
onwards 

 

Q.5 What is the Law of Returns to Scale?  

Ans.: Factors of production can broadly be divided into two parts: Variable and 
fixed. In long run, all the factors of production becomes variable 
simultaneously and in a certain ratio. When a firm changes the quantity of 
the factors of production in long-run, it is called a change in the scale of 
production and studied as returns to scale.  

(1) Increasing Returns to Scale  

(2) Constant Returns to Scale  

(3) Decreasing Returns to Scale 
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(1) Increasing Returns to Scale : When quantity of all the factors of 
production is increased simultaneously in a certain ratio and as a 
result, the quantity of production increases in greater proportion, it 
is said to be increasing returns to scale. For example, quantity of all 
the factors of production is increased by 20% and as a result 
quantity of production increase by 25%. 

 

 
 

 `In this diagram, quantity of labour (L) is shown on x-axis and the 
quantity of capital (C) is shown on y-axis. IP1, IP2, IP3 and IP4, are 
identical production lines. These lines represent equal increase in 
the quantity of labour and capital to get this equal increase in the 
quantity of production is continuously going on decreasing. In 
other words, proportionate increase in the quantity of production is 
more than proportionate increase in the factors of production. This 
stage is known as the stage of increasing returns to scale.  
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(2) Constant Returns to Scale : When quantity of all the factors of 
production is increased simultaneously in a certain proportion and 
as a result, the quantity of production also increase in the same 
proportion, it is said to be constant returns to scale. For example, 
quantity of all the factors of production is increased by 20% and as 
a result, the quantity of production also increases by 20%. 

 

  

 

 In this diagram, quantity of labour (L) is shown on x-axis and the 
quantity of capitl (c) is shown on y-axis. IP1 IP2 IP3 and IP4 are 
identical product lines. These lines represent equal quantity of 
production. These lines represent equal quantity of production. 
Increase in the quantity of labour and capital is also in the same 
proportion.  

(3)  Decreasing Returns to Scale : When quantity of all the factors of 
production is increased simultaneously in a certain proportion and 
as a result, the quantity of production increases in less same 
proportion, it is said to be decreasing returns to scale. For example, 
the quantity of all the factors of production is increased by 20% and 
as a result, the quantity of production increases only by 15%.  
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 In above diagram, quantity of labour (L) shown on x-axis and the 
quantity of capital (c) is shown on y-axis. IP1, IP2, IP3 and IP4 are 
identical product lines. These lines represent equal increase in the 
quantity of labour and capital to get this increase is continuously 
increasing.   

 

Q.6  What are the Internal and External Economies and Diseconomies of 
Scale?  

Ans.: Economies of scale state the benefits secured by a producer by expanding 
the scale of production. The underutilized resources can be used in a 
better way by expanding the scale of production in order to secure such 
benefits. Such economies may be classified as internal economies and 
external economies. Internal economies can be further divided into real 
and pecuniary economies as under :  

Internal Economies : These are those associated with a reduction in the 
physical quantity of inputs, raw materials, etc. These can be divided into :-  

(1)  Production Economies : These arise on a large scale in the 
following forms :-  

(i)  Labour Economies : Large scale production leads to 
specialization which saves time, leads to automation and 
also helps in attaining „cumulative volume‟ economies.  

(ii)  Technical Economies : Such economies are associated with 
the „fixed capital‟ which includes all types of machinery and 
other equipment. The main technical economies arise from :-  

(a) Specialization and Indivisibilities of Capital  



Managerial Economics            45 

 

(b) Set-up Costs 

(c) Initial Fixed Costs 

(d) Technical Volume/Input Relations 

(e) Reserve Capacity Requirements 

(iii)  Inventory Economies : These are also known as „stochastic 
economies‟. These are due to inventories in spare parts, in 
raw materials and in ready products. Lower is the stock of 
inventories, lesser will be the amount blocked in it, and thus 
the economies can be obtained.  

(2)  Marketing Economies : These may arise on account of the 
following :-  

(i)  Advertising Economies : When scale of production 
increases, the per unit cost of advertisement falls as a lump 
sum amount of money is spent on the advertising.  

(ii)  Economies from Agreement : Such economies accrue when 
large firm enter into exclusive agreement with the dealers 
who undertake the obligation for maintaining service 
departments.  

(iii)  Model Change Economies : Large firms are in a better 
position to bear the expenses involved in research and 
development of a new model or style of the product. This 
helps them to meet the changing demand of their customers 
and the competition of the rival firms.  

3.  Managerial Economies : These arise in the form of 
decentralization, teamwork, mechanization and adoption of time 
saving managerial techniques.  

4.  Pecuniary Economies : These are economies realized from paying 
lower prices for the factors of production and distribution of the 
product, due to :-  

(i)  Lower prices for bulk buying of raw materials.  

(ii)  Lower cost of finance.  

(iii)  Lower cost of advertising at large scale.  

(iv)  Lower transport costs.  
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5.   External Economies : Such economies are enjoyed by all firms due 
to expansion in the output of the whole industry. They are the 
following :-  

(i)  Economic of Localization : Localization means 
concentration of firms producing identical goods at a 
particular place where regular electric supply, banking 
service etc. are available which brings down the average cost 
of all the firms.  

(ii)  Economies of Disintegration : This means that a particular 
firm specialization in a particular job of production which 
brings down the cost of production.  

(iii)  Economies of Information : As an industry develops, all 
firms jointly set up research institutions and associations. Eg. 
All India Textile Association, These help the firms in getting 
information at nominal expense.  

(iv)  Economies of by Products : By-products of one firm can be 
profitably used as raw materials by other firms. This helps to 
minimization of sizes of cost.  

Diseconomies of Scale : Diseconomies of scale operate when the plant 
size increases beyond a certain limit which enhances the cost.  

Internal Diseconomies :  

(i) Production Diseconomies : Sets in when factors of production are 

inefficiently utilized. When inferior factors of production are 

utilized, the cost starts rising again.  

(ii) Managerial Diseconomies : Operates when the management finds 

it difficult to control and co-ordinate the activities of all the 

departments, as the scale of operation crosses the limit.  

(iii) Marketing Diseconomies : Sets in when the marketing overheads 

increases more than proportionately with the increment in output.  

(iv) Financial Diseconomies : Begins to operate when the financial cost 

increases more than proportionately after the optimum scale of 

production due to more dependence on external finance. 



Managerial Economics            47 

 

External Diseconomies :  

(i)  Diseconomies of Pollution  

(ii)  Diseconomies of Transportation 

(iii)  Diseconomies of Inflation 
 

Q.7  What is production Optimization. How is it done?  

Ans.: Every producer wants to achieve maximum production at minimum cost. 
For this purpose he wants to establish an optimum combination of the 
factors of production with which he can achieve his object. It is done by 
the help of ISO quant or ISO product curves and ISO cost lines.  

ISO-product curve is a curve which represents all the possible 
combinations of two factors of production which produce equal amounts 
of production. A producer is indifferent to all these combinations.  

Explanation with the help of Table and Diagram: A given output can be 
achieved by employing different combinations of factors of production. 
Let us assume that a firm can produce 10 units of a commodity by 
employing any of the following alternative combinations of two factors „x‟ 
and „y‟. 
 

Combinations Units of factor 
‘x’ 

Units of Factor 
‘y’ 

Output Units 

A 

B 

C 

D 

E 

10 

8 

6 

4 

2 

4 

6 

9 

13 

18 

10x+ 4y = 10 

8x + 6y = 10 

6x + 9y = 10 

4x + 13y = 10 

2x + 18y = 10 
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In above diagram, units of factor „x‟ have been presented on „ox‟ axis and 
the units of factor „y‟ has been presented on „oy‟ axis. A, B, C, E, are the 
combinations of factor „x‟ and factor „y‟ which produce equal amount of 
production i.e., 10 units. A curve „IP‟ has been drawn incorporating all 
these combinations. This curve is the ISO-product curve.  

Properties of ISO-Product Curve :  

(1)  ISO-Product Curves Slope Downwards to the Right : It implies 
that a decrease in the quantity of one factor of production must be 
associated with an increase in the quantity of another factor of 
production so that the same level of production may be 
maintained.  

 
 

Thus, ISO-product curve can neither slope upward to the right, nor 
can it be horizontal.  

(2) ISO-Product Curves are Convex to the Origin : ISO-product curve 
are convex to the origin because the marginal rate of technical 
substitution (MRTS) diminishes along an ISO-product curve.  
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In this diagram illustrates that to obtain every additional unit of x 
less amount of y is given up.  

(i)  If inputs are perfect substitute, then equal product curve will 
be a straight line.  

(ii) If inputs are perfect complements, then it is in the shape of a 
right angle.  

(3)  ISO-Product Curves cannot Intersect Each Other : ISO-product 
curves cannot intersect each other because all the ISO-product 
curves represent different levels of production.  

 

(4)  An ISO-Product Curve Lying toward the Right Represents Larger 

Output : An ISO-product curve lying to the right implies greater 
amount of both the factors of production. Therefore, it yield greater 
amount of production.  

 

 

In this diagram illustrates two ISO-product curves. IP2 uses greater 
amount of both the factors of production than IP1. As a result, it 
yields greater output.  
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ISO Cost Lines : ISO-Cost line indicates different combinations of two 
factors of production which a firm can purchase at given prices with a 
given cost. ISO-Cost line is always a straight line. If total cost increase, 
ISO-Cost line moves to the right and if total Cost decreases, it moves to 
the left. It can be illustrated with the help of following diagram:  

 
 

It represents various combinations of factor x and y which a firm can 
purchase for Rs. 1,000. If it wants to spend Rs. 1,200, ISO-cost line move to 
the right and A1, B1 becomes new ISO-cost line. If the firm wants to spend 
Rs. 800, ISO-cost line moves to the left and A2 B2 becomes the ISO-cost 
line.  

Equilibrium of a producer can take place in two different forms:-  

(1)  When ISO-Cost Line is Given : If ISO-cost line is given for a 
producer, he will be at equilibrium at the point at which an ISO-
Product curve touches the ISO-Cost line. It implies that the 
producer is not in a position to change his cost of production. They 
only thing he can do is that he can change the  quantity of 
production. Naturally, he would lie to produce at the point at 
which his cost is minimum.  
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AB is the ISO-cost line. IP1, IP2 and IP3 are ISO-product curves. AB 
lines touches IP2 at the point E. It will be the point of produce‟s 
equilibrium. At this point, the produce will use OM units of factor x 
and ON units of factor y and will get a given output at minimum 
cost. He would not like to work at IP1 because he will be working 
below his capacity at this curve. IP3 is out of his cost line, so would 
not able to work at this curve also.   

(2)  When ISO-Product Curve is Given : If ISO-product curve is given 
for the producer, he will be equilibrium at the point at which this 
curve touches an ISO-Cost line. It implies that the producer is not 
in a position to change the quantity of production. The only thing 
he can do is that he can change the combination which will 
minimize his cost.  

 

 

IP curve touches A3 B3  line. It is the point of equilibrium. At this 
point, the producer will use OM quantity of factor x and ON 
quantity of factor y. At this points, the produce will get maximum 
production at minimum cost. The producer cannot produce at A1 B1 

and A2 B2 cost lines because they are out of his reach. A4 B4 is the 
cost line which is below always be working at the point of 
equilibrium. 

 

 

 

Q. 9 What in scale line or expansion path? 
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Ans.: scale line is a 45  line showing the scale of production. A scale line shows 
the change in factor proportion when there is change in outlay 
(Expenditure) while factor prices are held constant. A scale line is locus of 
various equilibrium point of producer at various level of producer's 
outlay keeping input prices constant. 

 

 

□ □ □ 
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Unit 4 
 

Cost Analysis 

 

Q.1  Describe Cost and Cost Concept. 

Ans.: Production cost means all types of monetary expenditures incurred for the 
production of a commodity. 

  Cost of production  

                  

           Money Cost         Real Cost    Opportunity Cost  

 

            Total Cost   Average Cost   Marginal Cost  

 

     Explicit Cost   Implicit Cost  

 

(1) Money Cost :  Money cost is also called nominal cost. It refers to all 

types of direct or indirect expenses incurred on the production of a 

commodity.  

 (2)  Real Cost : Real cost is a philosophical concept which implies all 

the efforts, service, pains and sacrifices made in producing a 

commodity.  

The concept of real cost was defined by Prof. Marshall as “social 

cost”. Social cost implies the cost borne by the entire society in 

producing a commodity.  
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 (3) Opportunity Cost : Opportunity cost is also alternative cost or 
transfer cost. It refers to the cost of foregone alternatives.  

(4) Total Cost : According to Dooley, “Total cost of production is the 
sum of all expenditure incurred in producing a given volume of 
output. It is the sum total of fixed cost and variable cost.  

 Total Cost =Fixed Cost +Variable Cost  

 (i) Fixed Cost : Fixed costs are those costs which do not change 
with any changes in the quantity of production or size of 
output during the period. They remain constant during the 
whole period at any level of output. Whether the production 
is zero or less or more fixed costs are also known as 
supplementary cost e.g. rent, interest payable, municipal 
cost taxes, salary, etc.  

 
 

(ii) Variable Cost : Variable cost are those costs which vary with 
the change in the quantity of output or production. These 
cost increase with and increase in output and decrease with 
a decrease in output. These costs are related to variable 
factor of production. They are also known as prime cost. e.g. 
Cost of direct labour, cost of raw material, transport cost, etc.  
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 (5) Average Cost : The ratio between the total cost of production and 
the quantity of a given level of output is the average cost of 
production of a given output level for a firm.  

 
Total Cost

Avg. Cost
Output in Units

    

 Average cost can also be defined as the sum of average fixed cost 
and average variable cost.  

 Average Cost  = Average Fixed Cost + Average Variable Cost 

           
Total Fixed Cost

Avg. Fixed Cost=
Output in Unit

 

  
Total Variable Cost

Avg. Variable Cost=
Output in Unit

 

 

 
 

Average cost varies with different rates of changes as the quantity 
of output level increase in the short run an in long run in 
accordance with the operating laws of cost in practice. Thus, 
average cost, periodically, is classified as: 

(i) Short-run Average Cost 

(ii) Long-run Average Cost  

(6)  Marginal Cost : An addition to the total cost on the production of 
an additional unit of a commodity is known as marginal cost of 
production. 

According to Samuelson, “Marginal cost at any level of output is 
the extra cost for producing one extra unit more”. These costs are 
classified into two categories as:  



56          

 

(i) Short-run Marginal Cost  

(ii) Long-run Marginal Cost  

 MC = TCn+1  - TCn  

 
TC

MC
Q

  

where, MC => Marginal Cost  

TCn+1 = Total Cost of n+1 units  

TCn    = Total Cost of n units  

∆TC   = Change in Total Cost 

∆Q     = Change in Output.  

(7) Explicit Cost : Explicit cost are also known as accounting cost.  

According to Leftwitch, “Explicit cost are those cash payments, 
which firms make to outsiders for their services and goods.”  

(8) Implicit Cost : Implicit costs are the cost of factors which are 
owned by the entrepreneur himself and are employed in his own 
business.   

According to Leftwitch, “Implicit costs are the cost of self owned 
self employed resources eg. Rent on own land, interest on own 
capital, salary for own services such as salary to managers, etc.”  

(9) Economic Cost : Economic costs are those cost which include the 
monetary payment under contract, actually incurred by a firm to 
pay the factor owners for the purchase or hire of services of factor 
inputs and the cost of self supplied factors of production which are 
generally not recorded into the books of accounts.  

(10) Direct Cost : Direct cost are also known as traceable cost or 
assignable cost. These are the cost which can be readily identified 
by a firm. They are traceable to a particular product, plant or 
operation i.e. they are in direct relation to a plant or product e.g. 
cost of raw material, wages to workers etc.  

Direct cost = Direct material cost + Direct labor cost + Direct expenses.  
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(11) Indirect Cost : Indirect cost are also known as non traceable cost or 
non-assignable cost or common cost. These are the cost which 
cannot be easily identified. They are not visibly traceable to specific 
goods or services or operation i.e. they are not directly related to 
the goods or services e.g. expenses on power.  

Indirect cost = Indirectly Material cost + Indirect labour cost + 
Indirect expenses.  

E.g. wages for workers, payment for raw material, taxes, rent, 
interest, transport charges, advertisement expenses, etc.  

(12) Semi-Variable Cost : Semi-variable costs are those costs which 
remain constant  upto a certain level of output and then start 
increasing proportionately. These costs arise where there is no clear 
identification of the cost i.e. whether it is a fixed cost or a variable 
cost. eg. Electricity charges and telephone charges as they are fixed 
up to a certain limit and then they vary according to the used units.  

(13) Shut-down Cost : Shut down costs are those costs which are 
incurred on the suspension of the plant operation. It means that 
these costs incur when there is a temporary closedown of the 
business activities. If the operation is continued, these costs could 
be saved. They cover the additional expenses incurred for looking 
after the property not disposed off. These costs are temporary in 
nature, e.g. temporary closure of making a bridge during the rainy 
session.  

(14) Abandonment Cost : Abandonment costs are cost of retiring a 
fixed asset from service. These costs arise on account of complete 
cessation or closure of the production activities and also due to 
disposal of asset.  

(15) Outlay Cost : Outlay costs are also known as actual cost or absolute 
cost. Outlay cost of a commodity are the actual expenditure 
incurred on the production of a particular commodity or service. 
They involve actual outlay of funds on wages, rent, material, 
interest, etc.  

(16) Private Cost : Private cost is the cost incurred by an individual firm 
privately for producing the goods and services. These costs are 
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born by the firm itself e.g. payment of wages, salaries to his 
workmen or staff, purchase of raw material, etc.  

Private cost = Social cost – External cost.  

Where external costs are the costs borne by others, other than the 
firm.  

(17)  Past Cost : All such exp. Which are actual has been paid and 
entered in the financial account help to measure variance. 

(18) Future Cost : Cost which are borne by the firm for any future 
period help to decision for finance and evaluation. 

(19) Out of Pocket Cost : Cash payments required to done  presently. 

(20) Book Cost :  No need to paid by the firm in cash. Eg. 
Depreciation.+ 

(21) Controllable Cost : It can control by management and 
organisation. 

(22) Incontrollable Cost :  It beyond the control of management and 

organisation.  

(23) Historical Cost :  Original cost on which machinery is firstly 

purchased. 

(24) Replacement Cost (Substitution Cost)  : Additional amount 

required for purchasing new similar asset and plant after selling 

existing assets and plants. 

(25) Urgent Cost : Absolutely essential to keep the production of the 

firm continued.  

(26) Postpone able Cost : The cost which me be postpone for some time 

and it do not materially affect the production.        
  

Q.2  What is Cost Function?  

Ans.: Cost Function : The relationship between the cost of a product or 
commodity and various cost determinants is known as cost function.  

  C = f (O, S, T, U, P…….) 
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 Where,C => Cost of Output  

             O =>  Size of Output  

                   S  => Size of Plant 

                   T  => Time Under Consideration 

                  U =>  Utilization of Capacity  

             P => Price of Production Factors  

 Determinants of Cost 

 (i) Size of Plant     

 (ii)  Prices of Inputs  

(iii) Level of Output   

(iv)  Lot Size  

(v)  Technology   

(vi)  Managerial Efficiency  

(vii) Capacity Utilization   

(viii) Stability of Output  

 

Q.3  Why is the average cost curve U-shaped? 

Ans.: Average cost or average total cost is referred to the cost per unit of output. 

The mathematical expression of average total cost is:   

  Average Cost (AC)  =            Total Cost (TC) 

                                          Quantity of output level (Q) 

 The average cost may be divided into two periods, namely short run and 

long run. Short run average cost (SAC) is the sum total of short run 

average fixed cost (SAFC) and short run average variable cost (SAVC).  

    SAC = SAFC + SAVC  
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 The average cost curve in the sort run period is „U-shaped‟ 
   

Production 
Output 

(in Units) 

Total Costs Average Cost  
MC VC FC TC AVC AFC ATC 

0 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

- 

20 

35 

45 

55 

70 

85 

105 

135 

175 

225 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

120 

135 

145 

155 

170 

185 

205 

235 

275 

325 

- 

20 

17.50 

15 

13.75 

14 

14.57 

15 

16.88 

19.44 

22.50 

- 

100 

50 

33.33 

25 

20 

16.67 

14.29 

12.50 

11.11 

10 

- 

120 

67.20 

48.33 

38.75 

34 

30.83 

29.30 

29.38 

30.55 

32.50 

- 

20 

15 

10 

10 

15 

15 

20 

30 

40 

50 
   

 The above table shows that with an increase in production, the AFC 
continuously decreases. At initial level, it decrease rapidly and then 
gradually slows down. AFC drops continuously but never becomes zero 
because at any level, the total fixed cost (TFC) can never be zero even if 
the production is nil, and ATC decreases at the initial level but after 
sometimes it start increasing. The MC is determined on the basis of TC, 
But the MC is affected due to the VC though the FC remains constant so 
initially it drops rapidly thereafter it starts increasing.  

 The graph shows that AFC is continuously decreasing. The AVC 
decreases at the initially level and thereafter it starts increasing, but ATC 
is always above the AVC.   
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Q.4  Why is MC Curve U-shaped?  

Ans.: Marginal cost is an addition made to the total cost for producing one more 

unit of output. At initial level when a firm increases its output, the total 

cost and variable cost start increasing at a diminishing rate, because at 

initial level of production, the laws of increasing returns apply. At initial 

level, moreover, the firm enjoys many Economies that cause MC to fall 

down As the output continues, marginal cost becomes minimum and then 

ultimately start rising due to the operation of law of Diminishing Returns. 

Thus initially MC falls and after reaching the minimum point starts rising. 

It is how the MC curve becomes U Shaped.  

 

 

Q.5 Importance of Short Term Cost Analysis in Business Decision Making. 

Ans.: Some importance are given below :- 

 (i) Regarding production decision 

 (ii) Price determination 

 (iii) Scale of production 

 (iv) Use of mechanism 

 (v) Regarding new proposal 

 (vi) Unused capacity 
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Q.6  Explain the Average cost and marginal cost in the long run 

Ans.: Long Run Average Cost :  

The average cost in long run is the total cost in long run divided by the 
level of output i.e.  

Long Run Average Cost (LAC)  =   Long Run Total Cost (LTC)  

                            Output (Q) 

In long run, the firms can use different sizes of plants. The given level of 

output can be obtained from the particular to which it is appropriated If 

such plant is put into operation, the production of goods can be obtained 

at the lowest average cost. The long run average cost curve can be 

obtained from the short run average cost curve it is tangent to various 

short run average cost curves.  

 

 

The graph shows that for producing OQ0 level of output the 
corresponding point on LAC curve is „A‟ at which the LAC curve is 
tangent to SAC0.  

Thus, if a firm is at will to produce OQ0 level of output, it has to build a 
plant corresponding to SAC0 and on this curve at point „A‟ will operate 
the plant.  

J.S. Bain has defined that the long run average cost curve shows for each 
possible output, the lowest cost of producing that output in the long run.  
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Long Run Marginal Cost:  

Long run marginal cost implies the change in total cost on the production 
of one more units of commodity 

    
LTC

LMC
Q

 

    Where,LMC  => Long Run Marginal Cost  

     ∆LTC => Change in Long Run Total Cost  

∆Q  => Change in Output Level  

 

 

 

 

□ □ □ 
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Unit 5 
 

Market: Meaning Type, Price  

& Output Determination 

 

Q.1  What is a Market?  

Ans.: The term market refer to particular medium through which buyer & seller 
meet each other and buy and sell the goods & services.  

 Characteristics of Market :  

A. Existence of Buyer and Seller 

B. Communication between Buyer and Seller  

C. Place and Medium through which interact. 

D. Commodity and services demanded and sold  

E. Entry and Exit of Buyer and Seller 

F. Any types of Competition among seller 

G. Knowledge about market   
 

Types of Market 

 

 

Area 

 Local 

 Regional 

 National 

 International 

Function 

 Mixed 

 Specialized 

 

Time 

 Very Short 

 Short 

 Long 

 Very Long 

Legality 

 Fair 

 Black 

 

Competition 

 Perfect 

 Imperfect 

 Monopoly 
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Q.2 What is Perfect Competition?  

Ans.: The Perfect Competition is a form of market situation in which there is a 
large number of buyers and sellers, who buy and sell. It can sell its output 
in the market at the fixed equilibrium price of output by the industry.  

Feature of Perfect Competition : 

 (i) There are a large number of undifferentiated buyer and sellers.  

(ii) The sellers sell homogeneous products.  

(iii) There is no restrictions on the entry and exists of the buyer and 
seller.  

(iv)  Both buyers and sellers have the perfect knowledge of the market.  

(v) All the factors are perfectly mobile.  

(ii) The market price must be flexible over a period of time is to the 

changing conditions of supply and demand.  

(iii) There should not be any artificial restriction on the demand and 

supply, prices of goods and factors of production in the market.  

(iv) A perfectly competitive market assumes the non-existence of 

transport cost.  

(v) Under perfect competitive market there is a separate existence of 
industry and its group of firm fixes the selling price.  

(vi)  

Pure Competition Perfect Competition 

1. Large no. of buyer and seller Large no. of buyer and seller 

2. Homogeneous Product Homogenous Product 

3. Uniform Price Uniform Price 

4. Free Entry and Exit Free Entry and Exit 

  Perfect Mobile factor of production 

  Perfect knowledge  

  No Transportation Cost 
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Q.3  How price determine under perfect competition?  

Ans.: Industry is a group of producers or firms. In a perfectly competitive 
market the equilibrium price of a commodity is determined by the Inter 
section of the market demand curve and the market supply curve. Market 
demand curve is the horizontal summation of the individual demand 
curves whereas market supply curve is the horizontal summation of the 
firms supply curves.  

 

 

In the above figure, DD is the market demand curve, while SS is the 
market supply curve. Equilibrium is attained at T where two curve 
intersects. At equilibrium price OP, the quantity sold by the industry is 
OQ.  

The price so determined by the industry is accepted by each individual 
firm as given. Under conditions of perfect competition, an industry is the 
price maker, while a firm is a taker.  

 

Q.4 What are the conditions of Equilibrium of a Firm?  

Ans.: Every firms aims at drawing such an output-price strategies that it should 
earn maximum profit and minimum loss such a situation is termed as the 
equilibrium of the firm.  

A firm is in equilibrium has no motive to change its organizations or scale 
of production which is possible when it is earning maximum net profits.  

Conditions of Equilibrium of Firm :  

(i) A firm will be in equilibrium when it has no tendency to increase or 
contract level of output.  
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(ii) Marginal cost of the firm must be equal to marginal revenue (MC = 
MR).  

(iii) Marginal cost (MC) must cut marginal revenue (MR) Curve from 
below.  

A competitive firm, in order to reach equilibrium will produce output at a 
given price which maximizes its profit and minimizes the loss. There are 
two approaches to explain equilibrium of a competitive firm.  

(i)  Total Revenue and Total Cost Approach  

(ii)  Marginal revenue and Marginal Cost Approach 

(i)  Total Revenue and Total Cost Approach : It is the simplest way to 
determine the equilibrium of firm. In order to find out the profit of 
firm. The difference between total revenue and the total cost is 
maximum, symbolically 

  Profit = Total Revenue – Total Cost    

 

 

 

In the above figure, TC is the total cost and TR is the total Revenue 
curve of the firm. The difference between TR and TC is measured 
by the vertical distance at a point on two curves. The vertical 
distance between TR and TC curves is the maximum at OQ output. 
Firm obtains AB profit at equilibrium level of output. In case the 
firm decide to produce any output, other than the equilibrium 
output its profit will fall.  
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(ii)  Marginal Revenue Marginal Cost Approach : At different levels of 
output the profits of a firm will be maximum at that level of output 
whose MC is equal to MR.  

   MR = MC 

  Or MR -  MC  = Zero  

MR and MC equality approach to firms equilibrium i.e. based on 
two conditions.  

(a) First Order or Necessary Condition : The firm‟s MC must be 
equal to its MR at the equilibrium level of output.  

(b) Second Order or Sufficient Condition : At the equilibrium 
level of output the MC should be rising i.e. the MC curve 
should have a positive slope.  

 

 

 
 

Firm‟s first order, condition of equilibrium is satisfied both at point 
M and point P, where. MC Curve intersects the MR Curve. 
However at point M firm does not get maximum profit because the 
second order condition of equilibrium is not satisfied. In case the 
firm decides to produce output more than OQ2, its MC being less 
than MR, It will earn profits, The firm would extend the output up 
to OQ2 level (where both the conditions are satisfied) and at 
equilibrium point P because with this output 

(a) MC  = MR 

(b) MC curve interest MR curve from below  
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Q.5  Describe the Price - Output Equilibrium of Firm under Perfect 
Competition in Short-Run. 

Ans.: In short run, under perfect competition, a firm may earn or suffer :-  

(1) Normal Profit  

(2) Abnormal Profit  

(3) Losses  

(1) Normal Profit : The figure shows that P is the equilibrium point of 
a firm. It is the level where MC = MR At output OQ and price OC, 
AR = ATC. At this level the firm will neither earn profit nor suffer 
loss i.e. it is the normal profit level.  

 
 

(2) Abnormal Profit : Profit will be maximum when MC curve cuts the 
MR curve from below. Thus the equilibrium is at point P. At output 
OQ and price OB, AR> ATC. It represents that the firm earns an 
abnormal profit. (i.e. BCAP). 
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(3) Losses : the equilibrium of the firms is at point P where MC = MR. 
At output OQ and price OB, the firm suffers losses (i.e. CBPA), 
Since the AR <ATC.  

 
 

Q.6  Describe the Price-Output Equilibrium under Perfect Competition in 
Long-Run. 

Ans.: Under perfect competition, long run is that period where a producer can 
change its supplies by changing all the production factors. He has 
sufficient time to adjust his supplies according to the changing demands. 
In long run, the firm is at equilibrium where marginal cost becomes equal 
to price. Besides, the firm under perfect competition to be at equilibrium 
price should be equal to average cost. Generally, in long run, the firm 
earns normal profit. In case it incurs super normal profit, the production 
of existing firms will increase, and also some new firms will enter into the 
market. This increases the supply of products and a fall in price is 
depicted. Because of this firm will earn normal profit. But, if the price is 
less than AC, the firm will suffer losses. These losses would force some of 
the firms to leave the industry. As a result, the output of the industry will 
decrease which will increase the price an as such the firm will begin to 
earn normal profit.  
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The figure, shows that output is on x-axis, and cost on y-axis. OP is the 

price and at this price the firms produces with SAC and earns super 

normal profit (i.e. PASR). Due to this, the existing firm increases it 

production capacity and the new firms enter the industry. Consequently, 

the supply increases and there is a fall in price. Thus, the price falls to OP. 

At this level, the firm will be at equilibrium at point E and produces OQ 

level of output. The reason for this is that, at point E, AR, MR, LMC, LAC 

all are equal and the firm earns normal profit.  

 

Q.7 What is meant by breakeven-point?  

Ans.: BEP refer to fire's that level of output at which its TR = TC. At this point 
the firm gets neither super normal profit, nor incur losses but gets normal 
profit only. 

 

Q.8 What is meant by shut down point?  

Ans.: The shut down point of a firm is firm's that level of output at which 

market price of its product is just equal to its variable cost or at which 

firm's loss is equal to F. C. It is technically called shut down point because 

the moment market price falls further and the firm is unable to recover 

even its variable cost, it discontinues its production.  
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Q.9  What is Imperfect Competition?  

Ans.: Market is said to be imperfect when large no. buyers and sellers and both 
are not fully aware of the prices at which transactions take place.  

 

Imperfect Competition 

 

 

  Monopolistic   Oligopoly   Duopoly  
   Competition   Competition    Competition 

 

Q.10  What is a Monopolistic Competition?  

Ans.: Monopolistic competition implies that market situation where there are 
many sellers, but there is a product differentiation between each seller. 
The individual decisions about pricing and output are not considered. 

According to Leftwitch, “Monopolistic competition is a market situation 
in which there are many sellers of a particular product but the product of 
each seller is in some way differentiated in the minds of consumers from 
the product of every other seller.”  

The main features of a monopolistic competition are:  

(i) Large Number of Buyers and Sellers  

(ii) Free Entry and Exist of Buyer and Seller  

(iii) Product Differentiated  

(iv) Free pricing policy of Firm  

(v) Imperfect knowledge of the market. 

(vi) Non price Competition (Advertisement Exp.) 

 

Q.11  Determine the nature of Demand Curve under Monopolistic 
Competition?  

Ans.: Under Monopolistic competition it is difficult to construct the demand 
curve of the industry. Each firm producers a differentiated product and 
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sells it at a different price. It is therefore, difficult to say how much the 
demand would be at a given price thats why separate demand curves are 
constructed for individual firms.  

 

 

In the above figure D (AR) i.e. the demand curve. Due to product 
differentiation a firm faces downward sloping demand curve. The reason 
is that. If a producer increase price of his product, some of his customers 
will stop buying this product and will shift to his rival firm who has not 
changed his price. On the other hand, if he lowers his price, he will attract 
some new customers.  

 

Q.12  Describe the Equilibrium of a Monopolistic Firm?  

Ans.: Every firm will choose to produce that particular output at which it will 
be able to secure maximum amount of profits. The equilibrium price and 
output is indicated by the equality of MR and MC. Basically, the 
equilibrium under monopolistic competition   involve :- 

Equilibrium in Short-Run : In a short run, a monopolistic competitive 

firm attains equilibrium where its MC equals MR, and the MC is rising at 

the equilibrium point. In a short run, the firm has to confront both fixed 

cost and variable cost. The firm will not produce, If it fails to recover the 

variable cost. The firm may get abnormal profits, suffer losses or may first 

manage to get normal profits in the short run.  

(i) Firm may Earn Abnormal Profit : A monopolistic firm shall earn 
abnormal profits if its average revenue is more than average cost at 
the equilibrium level of output.  
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At the equi OR, the firm produces. OQ output since at OQ output, 
firm AR is more than its AC (AR > AC) it gets profit because it 
manages to recover both the fixed cost and virable cost. 

(ii) Firm may Outflow Loss : In the short run the firm may suffer 
losses if its AR < AC. At the equilibrium price OR, the firm 
produces OQ output where AC>AR. The firm, incur loss equal to 
KLMR due to the non-recovery of fixed cost. In spite of these losses 
the firm will continue to produce because it managers to recover 
the Average Variable Cost.  

 
(iii) Firm may work at Normal Profit or Break even level: In the shot 

run monopolistic firm may get normal profits in the short run. It 
would happen when the firm‟s AR = AC.  
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 At equilibrium price OR, (where it MC curve intersects MR curve) 
the firm produces OQ output. Since at OQ output firm‟s AR = AC, 
it will neither earn/get profit nor suffer loss, but will get normal 
profits only.  

Equilibrium in Long-Run : During the long run new firms can 
established, existing firms can expand their size and all factor inputs can 
undergo a change.  

“No Monopolistic competitive firm receives abnormal profit in the long 
run”.  

Basically, the firms in the long-run will get the normal profits, if, the 
existing firms are making super normal profits, it will attract; some of the 
new firms in the industry. The entry of new firms will result into over 
production which will have a depressing effect on price. Hence all the 
firms in the long run will get normal profit. 

 

The firm is in equilibrium because at point E, MC= MR. Since, at this 
equilibrium AR is tangent to long run AC at point M. hence, the firms are 
earning normal profits.  

 

Q.13 What is a Monopoly?  

Ans.: Monopoly is a market structure in which there is only one single seller or 
producer of the commodity which has no close substitute.  

Kinds of Monopoly :- 

(i) Absolute Monopoly : It refers to that market where there is one 
and only one seller of a product, having no substitute.   
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(ii) Relative Monopoly : It refers to single firm which constitutes the 
whole industry. In this form there is no difference between firm 
and industry.  

(iii) Simple Monopoly : It refer to that market where there is one price 
is taken by all the consumers. 

(iv) Discriminating Monopoly : It refer to that market where there is 
different price are taken by different consumers. 

(v) Private Monopoly : It refers to that market where there is firm‟s 
ownership is in the private hands. 

(vi) Public Monopoly : It refer to that market where there is firm‟s 
ownership is in the hand of Govt. such as Railway. 

 

Q.14  What are the main features of Monopoly?  

Ans.: (i) There exists a single producer-cum-seller firm in the market and 
there are large no. of buyers who cannot influence the price of 
output by their individual action in the markets. 

(ii) Full control over the supply of the product.  

(iii) There is a strict restriction i.e. barrier on the entry of new firm in 
the market.  

(iv) The monopolist is in a position to set the price himself.  

(v) There is an incurrence of informative selling cost in the beginning 
to inform the buyers about the output.  

(vi) The aggregate demand for the output of a monopoly firm of all the 
buyers constitute the demand for the output of a monopoly firm in 
the market. The demand curve of monopoly firm left to right 
downwardly with negative tangential slope. It means, if the 
monopolist reduces the price of his product, demand of that 
product will increase and vice-versa. E.g. Public utility Services 
such as railways, water supply, electric supply etc.  

(vii) Concept of firm & industry is same.  

(viii)  AR and MR both are different & downward sloping and stepper. 

(ix) Firm is price taker and price maker. 
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Q.15  What are the reasons for the Emergence of Monopoly?  

Ans.: These factors are discussed below :- 

(i) Natural Factors : A firm may enjoy monopoly because of its control 
over a crucial raw material or mineral e.g. uranium etc.  

(ii) Legal Factor : A firm can legally procure monopoly power e.g. 
patent right, copy right etc.  

(iii) Cost Factor : A firm may produce at such a low cost at which no 
other firm can produce a commodity.  

(iv) Market Factors : Sometimes the size of the market is so small that it 
cannot accommodate more than one firm.  

(v) Heavy Investment : Certain industries like iron & steel etc need 
heavy investment in which only a particular firm can afford to 
arrange.  

(vi) Protection of Public Rights : Motivated by public welfare and 
public interest the government itself can assume monopoly power 
eg. Railways, posts & telegraphs etc.  

 

Q.16  Describe the Equilibrium of a Monopoly Firm?  

Ans.: Like a competitive firm, the, prime objective of a monopoly firms is to 
maximize its profits or minimize losses. There are two approaches to 
study equilibrium of a monopoly firm :-  

 

TR & TC Approach MR & MC Approach  
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Q.17  How is Price determined under Monopoly?  

Ans.: Price Determination under Monopoly :  

(1) Short–Run Equilibrium under Monopoly : Short period refers to 
that period in which the monopolist has to work with a given 
existing plant. During short-run monopolist cannot expand or 
contract the size of his plant nor can be change the structure of the 
fixed cost. Monopolist can increase his output by changing the 
variable factors.  

In the short run, the monopoly firm may enjoy super-normal 
profits, i.e. abnormal profit, normal profits and sustain losses.  

(i) Firm may Enjoy/Abnormal Profit :  

   Equilibrium point = E  

  Where MR = MC  

  MC cut MR from below  

  Equilibrium output OQ 

  AR > AC  

  Total Profit = ABCD  

 

 

(ii) Firm may Work at Normal Profit:  

Equilibrium points = E  

Equilibrium output = OQ 
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At point E MR = MC and MC cuts MR from below  

AR = AC 

Firm will earn normal profit 

 

 

 

(iii) Firm may Suffer/ Losses :  

At equilibrium point E  

MR = MC & MC cuts MR from below  

AC > AR  

Monopolist firm suffer loss equal to MNDP 
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 (2) Monopoly Price during Long-run : Long run is a period in which 
output can be changed by changing the factors of production. The 
long-run equilibrium of the monopoly firm is attained at that level 
of output where its MC equal the MR. Monopoly firm in the long-
run gets abnormal profit. It is also because the new firms are not 
allowed to enter the market.  

Monopoly firm does not suffer loss in the long run, because all 
costs in the long-run are variable and these must be recovered. It 
fails to do so it would better stop production and quit the market.  

 
 

 Effect of Monopoly 

Advantages Disadvantages 

1. 

 

2. 

3. 

 

Economics of large scale 
of production. 

Lower selling cost. 

Incentive for research & 
development. 

Check on wastage of 
resources. 

Public utilities available 
to all. 

i) Exploitation of consumer. 

ii) Exploitation of workers. 

iii) No incentive for greater efficiency. 

iv) Inequalities of wealth. 

v) Hindrances in the establishment of 
new enterprises. 

vi) Political corruption & bribery. 

vii)  Fluctuation in the prices. 
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Q.18 What is Discriminating Monopoly or Price Discrimination?  

Ans.: “The act of selling the same article produced under a single control at 
different places to different buyers at different prices is known as price 
discrimination.”  

 Kinds of Price Discrimination :  

(i) Personal Price Discrimination   

(ii) Geographical Price Discrimination  

(iii) Trade Discrimination   

(iv) Time Discrimination  

(v) Demographic Discrimination  

Essential Conditions for Emergence of Price Discrimination : 

(i) Existence of two or more than two Market/Market Imperfections.  

(ii) Existence of Different Elasticities of Demand in Different Markets  

(iii) No Possibilities of Resale  

(iv) Legal Sanction  

(v) Full Control over the Supply  

 

Q.19   How is Price determined in Discriminating Monopoly?  

Ans.: Under price discrimination the seller divides the buyers or market into 

two or more groups and then charges higher price to the buyers/markets 

having the less elastic demand Equilibrium of the monopolist under price 

discrimination is attained when his marginal cost equals the marginal 

revenue. Since the commodity is produced under a single control and sold 

in more than one market, there will be only one marginal cost curve, while 

marginal Revenue curves will be more than one.  

 

Thus the monopolist has to take two decisions:-  

(i) How much total output should be produced? 
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(ii) How the total output should be shared between the two sub 
markets? 

 

 
 

In the above figure the elasticity of demand of sub market A is less than 
sub market B which has greater elasticity of demand.  

AMR is the combined marginal revenue curve of the whole market 
obtained by the lateral summation of MRa & MRb.  

The discriminating monopoly will maximize his profits by producing the 

level of output at which MC curve cuts the AMR. It is clear that at OX 

level of output profit are maximum because at this level MR is equal to 

MC of the whole output in such a way that his profits may be maximum. 

Therefore, he will sell OX, level of output in such market A at price F, X, 

The Revenue is OX, F, K, Similarly in sub-market B, at, OX2 level of 

output he will sell at price X2 F2 and its revenue being O X2 F2.  

Thus, Two conditions are required for the equilibrium of the 
discriminating monopoly.  

(i) Aggregate MR = MC of  totals output (ii) MRa = MRb = MC            

 

Q.20 What are the Degree of Price Discrimination?   

Ans.: Prof. A. C. Pigou has given the following three conditions of price 
discrimination :-  

(1) Price Discrimination of First Degree : Price discrimination of first 

degree is said to exist when different rates are charged from the 

different buyers and different prices for different unit which a 
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buyer may be prepared to buy. The price of each unit is equal to its 

demand price so that the consumer is unable to enjoy any 

consumers Surplus. Eg. Doctors, lawyers.  

(2) Price Discrimination of Second Degree : In the second Degree the 

buyers are divided into different groups and form different groups 

a different price is charged which is lowest demand price of that 

group. This type of price discrimination would occur if each 

individual buyer had a perfectly in elastic demand curve for good 

below and above a certain price e.g. Railway charges fares in this 

way.  

(3) Producer of Third Degree : Price Discrimination of Third Degree is 

said to exist when the Seller divides his buyers into two or more 

than two sub-marketers and from each sub market different price is 

charged. The price so charged depends on the output sold along 

with demand conditions of sub-market.   

 

Q.21 What are the objective of Discrimination Monopoly would it 
justifiable? 

Ans.: (i) To appropriate the consumer surplus so that it occurs to the 

produce rather than to the consumer. 

 (ii) To dispose of occasional surplus.  

 (iii) To develop a new market. 

 (iv) To make the maximum use of the unutilized capacity. 

 (v) To earn monopoly profits.  

 (vi) To enter into or retain export markets. 

 (vii) To destroy the competition or to make the competition amendable 

to the wishes of the Seller.   

 (viii) To raise future sales.  
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Desirable Non-Desirable 

i) Specific Natures of 
Industry 

ii) Social Welfare 

iii) Higher Total Production 

iv) Export Trade 

v) Public Utility Service 

i) Transfer of Resources of 
Production 

ii) Increase Prices 

iii) Use of Price Discrimina-
tion Policy 

iv) Exploitation of Consumer 

 

Q.22  What are Limitation of monopoly? How can control be exercised on 
Monopoly Power. 

Ans.: Limitation of Monopoly Power : 

 (i) Fear of Possible Competition 

 (ii) Fear of Substitute Competition 

 (iii) Public Bycott    

 (iv) Elasticity of Demand of Concerned Goods 

 (v) Law of Return   

 (vi) Fear of Nationalization 

 (vii) Enlightened & Progressive Monopolist 

 Some important ways to control are as : 

(i) Control on price & production. 

(ii) Restriction on malpractices. 

(iii) Publicity of evils of monopoly. 

(iv) Encouragement to consumer‟s association. 

(v) Public ownership & management. 

(vi) Prohibition on emergence of monopoly & breakup of monopoly. 

(vii) Taxation – (a) Lump-sum Tax (b) Quantitative Tax. 

Encourage to co-operative production & distribution. 
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Q.23 What is Oligopoly?    

Ans.: That form of imperfect competition in which a particular commodity is 
produced by few firms only whose product are either homogeneous or are 
close substitute. 

 Features of Oligopoly : 

 (i) Few Seller      

 (ii) Large Buyer 

 (iii) Product may be Homogeneous or Differentiated 

(iv) Interdependence 

 (v) Advertisement & Sales Promotion  

 (vi) Rivalry 

 (vii) Difficult to Enter & Exit of Firms   

 (viii) Price Rigidity ………. 

 (ix) Demand Curve Uncertain    

 (x)  Price rigidity and price war. 

  Types of Oligopoly : 

(i) Differentiated Oligopoly : It is refers to that market condition 
product is differentiated produced by firms. 

(ii) Pure Oligopoly : It is refer to that market where there is 
homogenous product produced by firms. 

(iii) Collusive Oligopoly : It refer to that market where there all firms 
make cartel, to enjoy monopoly power. 

 (iv) Independent oligopoly :  Firm free to produce & decide own price. 

 

Q.24 How can Price be determined under Oligopoly?  

Ans.: Firms under oligopoly aim at profit maximization. Under oligopoly, the 
point where the cost of producing and additional unit is equal to the 
revenue earned from an additional unit sold (i.e. MC=MR), is called the 
equilibrium point. This can be depicted from he following diagram:- 
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In the figure, x-axis refers to output and y-axis to price. Under oligopoly, 
the firm is at equilibrium when MC = MR. At this equilibrium, the firm 
produces, OQ level of output price. Until the MC curve cuts the MR curve 
in discontinuous portion, the price OP will remain constant. This is known 
as rigid price. The price will change only when MC curve cuts the MR 
curve in continuous portion. And, since any change in price will result in 
loss of profit, therefore, no change in price is made.  

 

Q.25 What is kinked Demand Curve Hypothesis?   

Ans.: Rival consciousness is a basic characteristics of oligopoly. Under oligopoly 
the price change by a seller depends largely upon the reaction of rivals. 
This results in one particular shape of demand curve under oligopoly i.e. 
kinked demand curve.     

The assumption behind drawing this curve is that the „Kink‟ in the curve 
is always at the ruling price. If a firm under oligopoly raise the price the 
rivals will not follow the suit rather they will allow the firm to increase the 
price and loose customers. Thus upper part of kink is more elastic.  

On the other hand if the firm lowers its price the rivals will follow suit and 
lower their prices too thus the firm will not gain much by lowering its 
price. Thus lower part of kink is less elastic.  

Since there is no gain in changing the price the oligopolist will stick to the 
prevailing price and thus a kink will form at the prevailing price.  

In this curve the demand curve DD is kinked at P.  
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The prevailing price is MP at this price the firm sells OM output, Now the 
upper segment DP and lower segment PD show different elasticity DP is 
more elastic where as PD‟ is relatively less elastic. This difference in 
elasticity is due to rival consciousness existing between firms in oligopoly. 
It is due to this difference in elasticity that the demand curve is kinked at 
the prevailing price.  
 

 

Kinked Demand Curve under Oligopoly 
 

Q.26  What is the Relationship of Elasticity, AR and MR under Monopoly?  

Ans.: Monopoly is a market situation where there is a sole seller of the products 
and the products have no close substitutes. Here, the firm and industry 
are same and restrictions are imposed on the entry or exit of any firm. The 
demand curve (i.e. AR) is relatively inelastic because there are no close 
substitutes of the products.  

The relationship between elasticity, AR and MR is expressed as  

MR = AR (e-1/e) 

Where,  

MR = Marginal revenue  

AR = Average revenue  

e = elasticity 

 

In a straight line demand curve, the elasticity of middle point is equal to 1, 
it states that at this level MR corresponding to the middle point of the AR 
will be zero.  

Therefore, if  

e <1, MR is negative (-) 

e = 1, MR is zero (0) 

e >1, MR is positive (+)  
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The above figure shows the relationship between e, AR and MR under 
monopoly. In this fig. G is the mid point of AR curve where e= 1, and MR 
is zero. MR cuts the x-axis at point Q, here the TR will be maximum. Since 
MR=0. This has been shown below in that figures, where TR reaches the 
highest at point A. At a quantity more than OQ, e<1 and MR negative. 
Due to MR being negative beyond OQ, TR will be diminish if sales is more 
than OQ, R falls after reaching point A. At a quantity less than OQ, e> 1 
and MR becomes positive. This sows that TR will increase with an 
increase in quantity.  

In a nut shell, it is not profitable for a produce beyond the middle point on 
the demand curve, because he can always increase his revenue by 
reducing output which will also reduce his cost. 

         

Q.27  Describe Price Determination?  

Ans.: The determination of price is the most significant function as every 
economic activity is measured in monetary terms i.e. it is measured in 
terms of price. Pricing of commodities is not an easy task. The price of a 
commodity is determined by the interaction of demand and supply forces 
in the market. The equilibrium price is the price at which the demand and 
supply forces are in balance.  

 The determination of price requires demand and supply both. In a purely 
competitive market, the equilibrium price is determined by the interaction 
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of demand and supply forces in the market. The point at which the 
demand curve and supply curve intersect each other is called the 
equilibrium point and the price prevailing at this point or level is called 
equilibrium price. This can be explained through the following diagram.  

 

 

The diagram shows that equilibrium price is determined at point E, where 
demand curve equates the supply curve. 

Any change in demand or supply will also change the equilibrium price. If 
the demand curve remains same, price falls (P1) with an increase in supply 
(Q1) and rises (P2) with decrease in supply (Q2). Similar , is supply curve 
remains same, price rises (A2) with an increase in demand, B2, and 
decreases (A1) with decrease in supply (Q2). Similar, if supply curve 
remains same, price rises (A2) with an increase in demand B2 and 
decreases (A1) with decrease in demand (B1). 

 

Q.28 Distinguish between Market Price and Normal Price?   

Ans.: 

Basis Market Price Normal Price 

Period  It is determined in a very 
short period.  

It is determined in a long 
period  

Point of Time  It prevails at a particular 
point of time or day.  

It prevails by the interaction of 
demand and supply over a 
long period.  
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Basis Market Price Normal Price 

Demand and 
Supply effect  

Demand plays a vital role in 
price determination as the 
supply cannot be adjusted in 
accordance with the demand 
needs in short period.  

Supply plays a vital role in 
price determination as the 
supply can be adjusted in 
accordance with the demand 
needs in long period.  

Price Stability  Price varies from time to 
time  

It is more stable than market 
price.  

Determination 
of Price  

Price is determined through 
the interaction of the 
temporary demand and 
supply forces.   

Price is determined through 
the interaction of the 
permanent demand and 
supply forces.  

Reality of 
concept  

The concept of market price 
is a realistic and practical 
concept.  

The concept of normal price is 
an imaginary & theoretical 
concept.   

Production 
cost  

Market price may be less 
than, equal to or more than 
production cost. 

Normal price tends to be equal 
with the production cost. 
Sellers enjoy normal profit.  

 

Q.29 What is dumping? 

Ans.: Monopolist sell a portion of his output in a foreign market at a very low 
price and the remaining output at a very high price in the domestic 
market because foreign market is perfect & domestic market is imperfect 
competition market. 

 

□ □ □ 
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