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Soll-lnstri atlonal Matera/ 3

«  Llstof the factors detarmining price elasticliys "
. Explain the Importance of price elagticity of demand.

1. INTRODUCTION S Pk BUAE

inthis unit we will examine (ha extent to which the price of a commadity, Income of the

cansumér and prices of other commodities exerclse influence on the quantity demanded of
a commodity. We will as o study the factors on which the Influence on demand dﬂpﬂﬂdﬁ

1.2 CONCEPT OF ELASTICITY OF DEMAND

The elasticity of demand s the responsiveness of a dapandant variable {damlnd] toa
given change In Independent variables. (Price of a :ummﬁﬂﬂ?."lnnbmﬂ"df’ﬁm consumsr or
price of a commodity other than the commodity the question). Elasticity of demand measuras
the sensitiveness of a demand in terms of a percentaga or, prnpuﬂlnnala change In the
independent variable. The concept of elasticity tries fo quani}fy the re aﬂunshrp There are
three concepts of elasticity of demand, Thay ara (i) price aleisﬂmty uf damand incomes
elasticity of demand and cross elasticity of demand.-.o. w4+ 4y -

1.2.1Price Elasticity of Demand

Price elasticity of demand measures lha relative, changﬂ adn: quantfty demanded of a
commodity resulting from a given (percentage or proportion) change In j:n'lu::u.':+ It Is the relative
responsiveness or sensitiveness of quantity demanded of a commodity to changa in the
price of the commaodity. This can be-expressed in g different way by stating that price elasticity
of demand is the proportional or percentage change in quantity demanded of a'mmnwdﬂy
divided by the proportional or pementage changs In the price of tha cmnmndlty

Let price elasticity of demand be represented by Pad whara P stands fnr p:lm and ad
for elasticity of demand. Then

This can be. axplalﬂaﬂmmmm;mmgﬁugmqﬁ m&qumlﬂ}! demanded Is
40 units and Its gets Increased to 60 units, then the Prﬂpﬂnfunnta ohsnga In ql.mntlty dumandad
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commodity can be explained with the help of an example, If original price Iy Rs.8/- per us
wnH:hmmmmmmhmunumm - miny us

old: o
T s s i g8 23

.. broportional change 1nQ.D
WD proportional changé’in Q
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In this care price elasticlty of demand Is nagatlva Whlah Indl::atas an invarsa

relationship between price and quanhly demandaﬁq ;

122 Income Elastlcity. uf Damand
ness r.':-f uantity demanded of a
; lna:c:-ma Elast[mty of damand Is tha relaﬂva raapnnBWB q tY i ltis o

oy s

mme bols are
wmsﬂaﬂ

g pmpnrﬂunate changa inQ Innuma s
E *.'r."-;ﬁ_-uu_." -'t"ij.- 1;1@9 o CI- E ;mﬁ¢15‘ i—-

D _l'::. .l{:,lﬂ? _-_;"‘ -|,. - _‘ﬁf : A? i
.,r.. 4.l
I | —
2 g 1
- e
L]
». - L - ——
i e - T o -. .
3 ' -1 a Ta _" : b
u - YA , * ——
L5 A + . e i i :
r— = v = = - - ,ﬂ-—'-r'
it it Sy
e 3 L o
b ':? "‘n:*;"":.. =1 = - = . '_-____...--""""I
E"‘ ;‘: ¥ :l‘ A

SCEﬁne.d with CamScanner



Seltlnstructionsl Materfal &

AY ls the change In Incoma of the cu.nnur"nur' ?-'Illt'mh“uﬁﬁlnhf (nearme, AD'I&'tha"change in
quantity demanded, D la the original demand

Income elasticlty of demand can be lliustrsted with tHe tielp of numeridal examples:.

“llustration = | ' Illuﬁlmtlun 2
Income I Rs. " Quantity demanded i lnmmu In Ra, Quantity.demanded
1000 40 1000 42
1020 42 1020 40
Income alesticity measured from the " . Income,elagticity measured from
1st llustration. . 2nd lllustration.
v« AD XY 2 x3000 v ol x X c2 1000
w  AY. D =20 40 oAy Dy 200 42
u,i.. gﬁ“ +25 _ : :'Lxﬁ: hﬂﬂ-ﬁ,ﬂﬂ
10 ' : ' a0 el 21
Singe the mlaﬂnnnhlp betwaen Q. g | o Since the raiaﬂanshlp Is
and Income is direct the raamt is positive ‘I’ fersa the result s negative:

In case wharﬂ Is direct ralullunshlp between tha quantity demanded of a commodit
and the income qf tha consumer the commodity is considered as-a normal commaodity. |1
case where there Is Invérse r'a[atlnnahlp the numrnudtty Ia mmldamd a8 a inf’aric:r commodity

1.2.3 ’Pﬁ%&‘cmn Elasticity of namand

’ TR H z.d,-'r'.

Pr!r:.a cross aTastlolty %m
of a given commodity. It | thn

ih el 'ﬁ"mgﬂnslva‘riﬁwa quantimaanmndad
‘ _HMndﬂ&hﬂha quantity demanded
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Whre ADx I the change ls quahify demanded of commodity X, APy 8 the
?ﬂwkuumm Mvmmnmmmml"
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self-instructional Materlal T

()  Whether the price elasticity of demand Is more than one or more than unity
(i) "Whether It is equal to one or unit
(i)  Whether it Is less than one or unity,

Through numerical examples we can lllustrate the three situations.

[ustration — |
Price Is Rs. Quantity demanded in units Total outiay or expenditure
5 20 100
4 25 100
lllustration — ||
Price In Rs.
8 20. 100
4 22 88

n-lll o

' .. 100

4 i gy - 120

Elasticity of demand is said to be aqual to unity or one '.l.-han total outlay mrn_nlns the
ﬂmain&sp&cﬂvaofamangalnpﬁm e AU IR

Elasticity of demand is aaid to he less Ihan one ﬂf tﬂ]ﬂ}* whan fﬁi] 1n]:ﬁna Tﬂdﬂﬂﬂﬂ the
total outlay and vice versa,

Elasticity of d@and h said to bﬂm Wmﬂﬁlﬂw{lﬁ m to.an
lmhhﬁlﬂwﬂfwﬁﬂawm, :.‘-1&51"'-5.! 1,1‘1--'..'.-.I { L e
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Selfinstructional Materfal @

Price

Quantity Demanded
Flgure 1.3

1.4 Determinants of price elasticity of demand

There are a number of factors on which the price elasticity of commodity depends.
Some of the important factors effecting price elasticity of demand are discussed below —

1. Nature of the commodity : Ifthe commodity happens to ba necessity; price elasticity of
demand will be Iasa. In case of comforts It is more elastic Is ragards luxuries elasticity
in less.

2. Number of substitutes :'Commoditles with fB_w and poor substitutes rice, salt, for
example, will always tend 1o have:low. prica elasticity of demand commodities with
many substitutes will have relatively high pricé elssticity of demand.

3. Number of use of a commodity : The greater the number of possible uses of a
commodity, the greater.Its price ﬁi-asﬁcﬂ'_f of demand will be. Thus demand for coal
which can be used for various purposes |. 8. power gunarﬂlinn. dnmmﬂu purposes
and industrial purposes — will have higher price elasticity of dernnnd

4. Price.of a commodity,: Ammmndltyﬂkanﬁhbﬁxwhlchhuawwlmmﬁmmm-
have less ﬂlasticlty of demand.. '

NOTES
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Self-lnstrur oMl Muterisl 10

1.6  Importance of price elasticlty of demand
The price elasticity of demand s Vory Important In @ number of policy decisions.

1. Price fixation by a monopollst : The monopolist will fix a higher price fur & commodity
If Its demand ls Ibes elastic. Lower price fixation policy s adopted If elasticity of demand

for the commodity |s more,

2. Price support programme of the gove
Interast of the farmars can announce o

lass alastic demand,

1.6 Lotus sum Up : |
" Tha concept of elasticity of demand Is the responsive of demand lo a given change in

an independent variabla such 8 price of the commodity, Income of the consumet, price of a

commodity related to the cammodity In question. Normally the co-efficient of price elasticity
of demand Is negative. But the co-efficient of Income and price cross elasticity of demand

mment : The government in order to protect tha
price support programme for such commodities

Scanned with CamScanner




T——
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UNIT - i !
LESSON - 2 |
THE LAWS OF RETURNS 10 SCALE
STRUCTURES
20 Objectives

24 Introduction -

2.2 The laws of relurns lo scale

221 Statement of retums fo scale

222 Pmmﬂmnmmm;
23 Isoquantsand lsocorts, -

2.311 'mm A 'H* g

- 232 Hargfnﬂ mmmm

2.3.3 Pmpa{lu.uf_ m-.mqum-._ "

it S, IV(LUGRAN) 1N e v
fﬁir--ﬂﬂll_l-ﬂm
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Baif-inpiruc Jonal Metsria 13

2.6 Letussumup
2.7 Key words
2.8 Questions
2.6 References

2.0 OBJECTIVES
After siudding the lesson Oneé should be able 10

(a) Explain the laws of retums to scale
(b) Describe an isoquant and Isocort curve.
(c) Identify least cost combination of faclors.

(d) Outiine the relation between Isoquants and retums to scale.

f1.2.1 INTRODUCTION

(n this lesson we will leam the nature of laws of re
increased In a given proportion. We shall discuss how 2
least cost combination of factors. '
11.2.2 THE LAWS OF RETURNS TO SCALE

mmmanaﬁernamatuﬂ'ﬁlamnfmmmstnscaleis

The long-fun production theory
an attempt to study the changes in output &s consequence of changes in the scale. More
pmcisalymslamofmmﬂm to scale explainon mawmmﬁuﬁam

in all the Inputs affects io tha total output at its various level.
11.2.2 STATEMENT OF THE LAWS OF RETURNS TO SCALE
* When a producing unit increases all its inputs pmpocﬁumtﬂl}' technically, there are

three possibilities, L.e., the total output may increasa proportionately, more than proportionately,
orless than prqpunionatary.murdingiy. we have three laws of returns to scale which are as

follows — : . ey
(@) pndumntmmmmmﬂ:ummmam,mhmmmmWh

; mputn.ﬂmaamaaTW'aﬂnnaf_'mnlhntrngshm Ifhﬁtﬂhmby’imm

- NOTES
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Salfinstruetionsl Meterisl 13 |
the total output Increasas by 100%, then It implies existence of constant returns. 1o
scale.

(b) Increasing retums o scale | If @ producing unit increases ita inputs by X% and the total I
wmwmmm.mnmum-uulmm :
to scale. |I

(c) If Increase In output Is less than proportionate 1o Increase In outputs & means that 8 :
situation of diminishing returna to scale is oxists, j

11.2.2.2 PRODUCTION FUNCTION AND RETURNS TO SCALE

The production function can ba exprossed as QX (K.L.)

Whare QX denotes quantlty of commodity. X, K. stands for capital and 1 for labour
empioyed. Let us assume K.L Increased In the same proportion say P. It Is quits sl that i
all the Inputz are increased In proportion say P, the total output may not increase in P proportion.
Wmmﬂhmwmm“whmmm
may be exjvessed as

hQx=f (PK, PL)

wmhmmmm'ﬁm"}mmmhm‘
mmeﬂhmumnWmﬁmrmlw
out thres iaws of returns fo scales. :

@ ‘n=P mmmmm““%"“"“m
(i his greater than (h>P) The production function re
() 1 his <P, the production function reysals diminishing P retums 1o
2.3 ISOQUANTS AND ISOCOSTS, | ..,m;- j,_'__ 2
12,3 TISERRHNNES |\ rinii it 'f""‘.“— Hrumemy iy i ooy ma—ar, -

i a'ﬁ.ﬁ,ﬂ'r?
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Selfdastructions ““"ﬂu :

5 9 . 100
; 10 5 100
y 15 4 100,
; "k 3 - 100

The table has been mprsaantad in the diagram. Labour units are mﬂﬂsum slong
X axis and capital, @mmthe Y axis, Paints a, b,

labour and capltal ylelding same wml}gﬂﬂ points b, 0, d. "’Eqat o k"“‘*ﬂas

- _anlsoquant.

Anumber of I:mqunts mpraasnthg dlﬁaeant,umounta of ut.lt;iut are known 28 Isoquany

Capibai

- N @nsﬁ-ﬁmﬁm ~ @ ©
il >
o L |

Lahnu,- Flp1123
1232 mmw. RATE bF'rEGHHmLsuasmirhuH

The movement along ¢ an Isoquant indlcates nubsﬁumnn of one. factor. to anather
Movement from pnintn'toh means that 5 units of labour Is luhulib.rtadhr’lunlllufnlpﬂﬂw

 the rate at which one factor can: ‘substitute mﬂmrh called maluln&fratn nftachnlnll

substitution. In general ferms, marginal rate of hdﬂﬂmlmbsﬂﬁlﬂmof Iahourfurnapﬂllfﬂlf
be defined as the amuunlnfcﬂnﬂalwlﬂnhmba mp[tm:l hymsunltofhhuur. the level of

—

) latan | > T - 2

NOTES

[

\
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' {ﬂ) The total outlay which a producing

- MN Is tangent to the Isoquant re-prasenting Q1 output. At no there polnt,

Solf-nsl: '.lﬂ_‘ﬂ_nn..,f "‘"‘ﬂ‘ﬂ

nds upon two things

-and
'unlt hag to make on tho factors. -

Thus, &n isocost line depe
(1) Prices of the factors u[pmdqeﬂaﬂ.

1235 LEAST COST COMBINATION OF FACTORS
Given Isoquant map, by representing the tachnical conditions of production and Iscogy

map; representing various levels of outiay (glven the P““’,Pﬂa!?qumn‘d U e
ng vels of autlay (glven the The equiliorium of the producer is

a producer's equilibrium In regard to choice of Inputs.. The q
atwhich 10 units of labour and 2.5 units of capital

 represented at polnt P In the figure 112.3.5
. areemployed to get a lavel of out put Q1.

any factor comblnation such as P, P1, P2
which the Isocost line

the cost is minimum,

So it s clear that tangency pointofthe given Isoquant with an Isocast line gives Us the foast
cost combinaton of factosforproducng aghvenoutput @t~

The level of output QI can be produced by il
lying on the Isoquant Q1. The total cost will be minimum at point P at

3 Y _ Producer's Equillorium
M5
Gootel 1AL 5
% 4% ..;'\-l ua;#' ‘LL
P N A e
i DR [ g 2
S @0 o 520N (2 LR
. S R e .

6 retums fo.
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koo Meing

2.4 1 CONSTANT RETURNS TO BCALE
mumnmnmﬂﬁmw

n-mwwuuﬂnmdm .

Y
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"are drawn by taking {abour an X axla and cepital an Y exis. The lﬂ?:‘:;; ;ﬁf‘:‘:;“_ h,
It can be seen that the successive |soquants lis:al decreasing ig-thy

ray OS. We notice that bo<ab, cd 13'< than bo: (Fig. 112.4.2)- Wﬂ-fﬂft::ﬂmﬂ::afu of
Increasing retums to scale because equal increases In output 876G Br ang

smaller Increments inputs 9Labour In a capital)
I1.2.4.3 DIMINISHING RETURNS TO SCALE

When output increases In a smaller praportion than the Incraasa in all ipputs, diminishing
rétums to scale are sald to prevall, Diminishing retums to scale are shown in figure 112.4.>
We regard this care as one of diminishing retums to scale because equal Incremer
output are obtained by more and more Incremants In input (labour and Capital).

Y

Fig.1.2.4.2

+ itnesses increasing refums o scale, then a phase of constant retums and beyond a point

eventually as the firn continuies its expanslon, decreasing retums sets in.

NOTES

(18)
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400

‘Fig. 2.4.3

11.2.5EGONOMIES AND DISECONOMIES OF SCALE

The existence of economies of scale are said to be responsible for the emergence of
Increasing retums.to scale, But economies of scala cannot continug Indefinkely thareby the
diminighing retums to scale are attributed to diseconomies of scale. A
112,81 ECONOMIES OF SCALE |

~ Economies of scalearethe aduantagséléf pm‘ducirig ﬁnit enjoys by e;ggnd_lﬁé:_ﬂa‘g ‘size
of plant and the scale of operation, These economies of scale are alsg_rle_jg@ﬁ.tu'as,_intgmai
economies because they are peculiar to a particular producing unit and ars.ﬁn]wad‘bfﬁbﬁ
expansion of Its own scale of production. Some of the ecoramies ara given as follows.
(8)"* Higher degres of specialization and diviion tiabor As Scele of prodiction expands
" "higher degr '_.ﬂ:l:_pgplglI_z_a,ﬂf:g'-qf-fﬁﬁﬁlfhﬁa_ﬁhﬁiﬁﬁan’d—.lﬂﬁmiﬁhﬁ&rﬁé@;I?EEQIEIEI Their
gumulative effects contribute to increasing returns to scale. - P BRI
(b) - Teéhical indiisiblties =~ Because of sty of thechanical equipment thiay have
" ‘fo be employed In less than optimurm-capacity‘ve

_ iy v i sl of producton ity
_small, Therefare, when scals of production-Is Inpreasad: by, increasing;alk inputs,

. '.__._-'PFQd..._.ﬁbﬁﬁrjnﬂ!ﬂsmiﬁ-faﬂbf;?ﬁ?iﬁﬁiﬂﬁiﬁﬂ@ﬁﬂﬁhlki?ﬁﬂ}ﬂilﬁlﬁ-h}‘ﬁm’iﬁﬂmﬂn
Ingreasing retums to'scale. = - ° M R S o e & e i

i . s, : ._ ‘.. . . - - — .:-.i‘_ L

e, i o e vl 4 1] e i 1 =Y
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SeltInniructional Matas,

managerial skills are also indivigj),

Ines,
(c) -Marginal Emnnmlan Like upﬂulallzad machin oyed by @ producing unit oD,

The extent to which managerlal economles can be onj

2y
upon the efficiency of the manager. B {

a

(d) Superior machinary : The posslbility, of Installing technologleally mn::ﬂﬂ;a?: machingr )
~Is an equally Important factor responsibl for Inoréasing atums fa O (b

f dimens
goale lg also @ matier o iong)
(@) Dimensional relations : Increasing retums 1o s W P

relations, If a dlameter of a pipe is doubled, the flow of water

11.2.5.2 DISECONOMIES OF SCALE (d]

Disaconomiles of scale are the dhadﬂ ntages which a produ clng unit gets by expanding
the size of the plant ¢r scale of produ::liun beyond a:particular lovel. DiSEGOROMIes.of scale (1
are also referred to as Intemal diseconomies of scale. Some-of the:diseconomies of scaje y
can be enumerated as follows ; ' v
(a) Limitation to efficlent managarﬁaljtrﬁ% thﬁ scala of pla"t’wamda heyund,a Papfiouar

point, top. management Is forced to dalagrata naspunsibii { and -authority 0. lower (
managamen. Thia_l@gﬁs to Inusanlng uf mntrol and ihus Efﬂﬂlﬂﬂf—'!f ﬂf UFETE“U" beging

‘todecline. " - i A : SPgEn
(b) Limited uses of naturai resources. Duubllng the ﬂsh]ng ﬁ&BL may not dnubl& the fish
output because the auallability of fish may, denraaae when ﬂsh‘.ng is carried out on an

lncreasing sﬂala i

I1.2. 6LET US SUM LI'F _
The long-run pmduc:tian theary is -::nncarned wﬁh Input output ralatiunship under tha
condition that all the.In puts.or factors are variable factors. The laws of returns to scale taks

.....

three forms (i) unnstant returns'to’ scala {u}‘in-::masing raturnE to scale and (iif) Dimtnishing
returns to scale, N i R <o

 An lsoquantis a GUWH on which the W-iriDuE Wmhlnatlans of two factqrs say Iabour and
;‘.apltﬂl give us the sama laval of autpcut par unit of time,
" Given an ianuant and'a mab of Isacost & prodiicer can ﬂndnut that uﬂmblnaﬁun of
famors ‘which will minimize:his total cost of pmducﬂbn such thﬁﬁoﬁal“pmﬂts ‘get maximized
The Iaws nf retums to acala can. ba rﬁp:lmnta;l with the hgfp of Isuquants ;!

I .I_—l-l-"
- ! 1 Tk '.|-lI .I e - .
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Solf-Inatructional Matorial

I.2,7 KEYWORDS
(a) Isoquants:Curve onwhich lha varhun;mmblnaﬂdunf two faclos give the same output.

{bl- Isocost line : Various chmbinatiohs h{‘h"ﬂﬁ]’aﬁﬂﬂﬂhlﬁ! Ean be bought with a_given

money or bud get.

(c) Returna to soale. ﬁualmuliannﬂua and proportionate Increase In all the Inputs affecting
the total output,

(d) -Technical Indivislbility : A factor whlch cannot be divided Into small units as one likes.
I1.2.8 MODEL QUESTIONS
(1) Explain return to scale with the help of production function.

(2) Distinguish between incraasing and dlm[rlia.hlng ratums tn sca[a wi‘th tha help of
Isoquants. ° :

(3) Explain wlﬂ'i the heIp of ianuna: and Iancusrtha least mat mmbéuatlnn of fa::mrs to
achieve a given level nf nutpul A

(4) What is maant by economies of scale 7 How do thay axplaln Innraaaing returns o

scale?
(5) What are the pmperﬁaq of Iaﬁquants 7
1.2.9 References
Same as referred earlier.
]
; "
- 3 " | _l. : .‘-.-_;I:“:._ = 2
‘, . e & .‘ ,M.".:._.,*:"‘ - oo
iﬁ : ":i.-f.
I -} -
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Solf-lnetructionsl Material

A firm's objactive la to maximize profits or 10 réach the aqullibrium position; It s very:
Interesting to study:how a firm under perfectly,compelitive condition reaches equiliburmy
both i the short-run and long-run, .
I.1.2 Meaning of P.C

Perfect compstition among sellers s sald to exist when certain pre-requlsite
characteristics are prasanl

.1.2.1 Ghamcturﬁaﬂca

(a}i Very large number of buyers and tellers no individual buyer or seller influence the price.
The punition is Just like a drop in the ocean.

Homogeneous Product
The product of all the firms are identical In each and every respect. Itis nomuyeneoua.

Perfect Knowledge :
In such a market the buyers and sellers have perfect knowledge of the market.

Free entry and free exit :
In such a market there is cnmplata freednm fnr the enh}r of new firms the market anc
exit of existing firms from tha market: This cundit!nn appilea for the long-run only.

Divisibility of tha factors nf production : .
Ina perfect competitive market all the factors of production are pmfecﬁy divisible into

small homogeneous units. Afirm can vary lts output.

Ill.1.2.2 Implications of the characteristics
The chafacteristics of perfect mmpdﬁﬂm market imply tor a singie producer that —
his capacity at one and the same price.

(a) He can sell any number of units of output withln
In determined y the fuu:aa of market

" He has no influence on price of the! pmdur.t which
demand and market supply.

(b) If he attempts to charge more than the
he will not charge on. lower price bemaua

; {:} ﬁﬂnnﬁan aammm‘ua! pmﬂt In thelunq-mn

marl-:at prlna he wﬁ[ Imse aIEhis customers and
e ha*ﬂaﬂ aall anr quanﬁty at the given pnne

-

| i r . wog Lkt ! ! i B b - "
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I1.1.3 Prince Determination uﬂ_dur Rerfoct Competition

"4 Prie of & product In a perfectly competitivel markat
whole by the forces of market demand and market supply.

help of a market demand and supply schedule.

Q.s - ~¢f Price. Q.0
70 12 30
60 1 40
50 10 50
30 8 70

The schedule explains that equilibrium can
at Rs.10/- and at any price other-than Rs.10'no aqul

Salf-inatr icUional "'“""Il

datarmlnad for the market g s

This can bie explalivid through v,

be established (between damnd and supply)
librium can be attended. .

The schedule can be dlagrammatically be represented as follows::

Diagramatic Representation

X axis measures the quantity {damand:ad and supplied) and Y axis measure the price,

DD’ is the market demand curve which shows the market demand for the prduct at differant
prices. S8 is the market supply curve which shows the market supply (supply of all firms.
_together) at different prices. At price market demand and market supply are equal and this is
the price that will prevalil in the market this Is called the' marl-net.__prlcé',ur equllibrium prica,
~ Once this. price Is determined by the forces and market demand and market supply this
becomes the price or an individual seller who can sell his output at this price and cannot

Fre ] .‘“}."Jr- '

change this price. '
o Market, Y Firm
7 | :
IS TR D
ok gl
o X OO AR T
‘:_“.i._--- h:l.II‘ l,. i :"l. I : --1.r & e . :--.' —
s e e
' o o 1 L P j ; i
$ t‘-" ;%Ir ;

p o Mgt T
A

Scanned with CamScanner



Self-Instructional r:lllli'ilf

’
Price determination under perfect competition.

~#Howaver, Itdoes notmean that squllibdumprice can never change. Changes-oceur, If
matkétdemand Increasss iis; DD ocurve! nhlﬂi-ﬂp\l?ﬂ]‘ﬁthﬂn‘aqﬂlhl‘[ﬂm price will'rise-and &
decreasa;n .demandor downward shift In DD carve will ediics the'mafket ‘price. The hiow
market price will then be the given price for the Individual producer. This is shown IfPthe
figure JIl.1.2,2,-similarly if the. markst supply: dacreases (8S:curve sbifiing downwargs or
market ﬁupnly_faliu (8§, curva shifting, HE’*‘-’EIﬂﬂj- !hen the, aqqlllbrhurl pﬁ::e will tau.xThher
shown in the. diagram 7g S

Price
3 5

Quantiry Fig, Il 1.2.2 X
“Increase or decrease In market demand and s effects on prices.

Y o * g
‘\/ 3

/ o v |
: Quantﬁy. Damandadf BLIEDJJ docss i
Incraaaa or deumnaa In rnarhﬁt aupply m:ll ﬁad unprlm

NOTEE, - ... .5 et e
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in figure 11.1.4

Y
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Salf-inatructional Matorial

l1.4.4.1 Short-run Equilibrilim

(8)

(b)

()

Fvaniss | =

In the short-run there are three possibliites.

If the firms average cast (AFC + AVS) of production of equilibrium output is less then

the price then the firm would be eaming super normal profits and ls placad In the most
advantageous sltuation, This |s shown In figure il 1.4.1 (a)

If the firms average cost of producing equillbrium output |s just equal to the price at
which this output can be sold, then the firm would earm only normal profit as normal
profit Is a part of cost of pmductlum Thia Is shown In figure lIl, 1.4.1 {b)

If firm's average cost of producing equilibrium output Is greater than the price but the
average variable cost Is less than the price, Then the price cover the average variable
costs and a part of the average fixed costs, A part of the average fixed cost |s not be
covered by price and the firm has to bear It, It the firm closes down then it will have to
bear the whole of fixed costs. So its losses will be more than the losses It incurs if it

continues to produce. Hence the firm will continue producing the product as it reduces
its losses. This Is shown In figure lIl. 1.41. (c)

Y
: o gut= 00
o ‘Price =TQ
- AG=sQ
SAC - Profit=TS X 0Q'= PTSR

510
| R 7 AVG AR =MR
-\\‘,j//.

o & LY

Price

o Ry Q . X
., Outputs (- |
Figure IIl, 1 _4,1_{3).- Firm eaming super-normal profits.

-

NOTES
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Price
Cost
Rewnnue

o 0 Q T
. Ouit put  Fig. 1141 (b)

=04
:Eh:?mﬂ?wm
PHce = OP
' are equal 10 Tuag
(d) I the price Is just equal ‘o average variable cost the firm's losses
costs. If the firm stops produttion still it will have to inur the fixed costs. So the firm e
continue to produce as it able to recover Its variable costs and fixéd costs & has 1o bear
mmwMWMammthhmhwm
in the short-run. This Is shown In the diagram Ill. 1.4.1 (¢).
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Bl'ﬂmmhht“""' hﬁﬂmmmmm-mbw Firm covering only & par

{.} if mh

..Ill;wllllmm H""""ﬂlq“u

mln!mtmlh b'fﬂﬂtpmd b9 g
l:n;m] '“'“'““"“"ﬂﬂﬂwmwﬂpmnuumuummm
-. But If PMMIIMIDWM“W“MW

Y QMQ

1
AR = MP
illl"
H e
-
L, *
. 178 =
o % b e LT & ..‘#, .'Ill| .'u'..ﬂ_ P gt "— Pl |

i ¢
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¥ g
L®
AVC
A - E
f
P g ARLE MR
Prico
Cost
Revenun O (8] X
Out pult Fig. I, 1&1;&
Firm Increasing Its lossos ueing.
Out put = 0Q yoinly
I =00
AC= RQ

AFC = RS
Likewise the firm produces its loss would bo equal to fixed costs and a part of varl
costs. (KSTP). So by remaining In production its losses are more than the losses it s~

production.
We can contlude that the short-run equilibrium of the firm, under perfect competition ,

Mapwﬂnﬂm-thaﬂonhulumngnﬂfnﬂaMHﬁum in which the price is at least equal 1o the
average variable cost.

M.1.4.2 Long-run

In the long-run, the firm has the oppe..- | !
all costs are variable in the long-run. Inthalangrunaﬁrmmuutranwarttuermmm

average cast lest it should quit the industry.

An important characteristics of long parhd mﬂ!&rhpafhdmhmm
' s enter an Industry when there are prospects

is-freedom of entry to firms nto industry. New firms.
of super normal profits. Thelr entry mmmwmmwwmmmm

on price. The price continues to fall il all’ e
mmmmmmmmmmm J

o

NOTES
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Wmmﬂthn, ﬁl'lh&hnw'un alim pUBTOQe TaVanUe. -
anms nallher

Profit-In this.sltuatian long-un average castineaielio!

Enndltlnm of Equilibriym

To be In equilibrium In b Tulfilied.
tho long-fun condllions must -
Rk ‘Fﬂadrmuith*anmt gkl 16 r g‘rh‘mﬂﬁiw thal St

W EE N 17 "{I“'" e
2. Mergilateos  mirgina fogante ™
3. Marginal cost mus! be' uwh*lhnﬁ‘mdﬁwnﬂww P

leval, , o ' .
 where LA curve is 18108 e

MNQI‘EMI'I mlﬁm b a0 parfact COMRERERT 7
Mnghen R SR N U A o s o0
| mmmqu%gmuﬁn&maﬂf,_ o 5

We are given that AR =MR (a)
; Atiﬂuﬂlbrium vC = MR (oondion) &)
,Frﬂmsa)clg,mg@mﬂndmmﬂuw R

col
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Suitinsuvetions] My, ¢
of the mm NR(pricelrmyy,

equilibrium e
i ' SRR AV -AD “"H'“’ u'.“.:“ o i ey
condition for a firm (s equality 6T AR AGitie i A
compatition a imm's ABlMﬁ-AH- ﬁ!&k‘“" : .
siepd ot A i
! 1

Hl"’-. " Kmnrﬂ g __"' Jliut.r:' ',II I.J"!‘ ; : ’l}"n“iu plnh
W Eqﬂlllhrh : '.WMMW ”mh i
The polr ﬂ%!&nmw“ﬂwﬂm““m
ol poft:Rosltipglioenca betwpppprica and AC- .

f“?., o Eumr

:I.«T *!‘ "II' = $ha

'fl"ﬂrn i MIIHFII A
fﬂ&h‘lﬂfﬂ‘ﬁ&ﬁd In uhIt =i
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' Bolr-tnal votlona Matariy
(c) . Discusa the conditions of price discriminatioh

(d) Explain tha equilibrium of discrimihating Monbpoly

(e) Compare perfoct competition and monopoly
3.2.1 Introduction

Thnwdmnnupolylu Luﬂnwurd.llhmmpandulhmwnrdﬂumwm

; -
single, _mmm idiopoly Iy o ol of market organization for
. commodit ,thgh-h prﬂy one lllllif orﬂnlwﬂmufﬁl ‘commiodity: There i o
, aoq‘wbam for the commadity.

uﬁmma OF MONOPOLY

. Monopoly s typlcal market form or organization in which there Is a single producer o

seller of the praduct, The monopolists product has no close substituta In the market. Furthey,

mmmha:rmtq enwmmfmam stry, As & result, lﬂﬁammaun&ﬁaa
;emmtwﬂms ppiyq{b rm rgﬂdﬂy Thlq‘);ﬁq npnupnlisl[nthq pmm _.
:'_:“Faalum X _fl ,M R '“*“Fiﬂ‘-"fs‘?’ il iy -'-

() Thersisa singla prudunerﬂrsehl‘bf & prod i' in ﬂ"ﬁ’hﬁl?‘ﬂ*- fﬁﬁﬁﬁmﬁeﬁ Single
- seller of one product rules m:u.ﬂ.ﬂl'*"é?l’i g {f ;'H rence D

lndusby. The mnnnpalfst h‘ammiﬁﬂnﬂﬁﬁw |
(h) Thara are no clusb substltute In the markat uf the produl:t pmd B
me.- Eokﬁr sii:-fs -'th'a 'pmnaga 'ﬁf hdhﬁ-thé ’an&’samr.nf a p,mid ot d -'

B .ﬂ‘-'r = 1"..|E l' j‘%ﬂ: Ig’ﬁ%?% h‘mm *qthm '. : F : ‘,'
- = : Nl A ‘g s ; ¥z
!@* %157 "

- - “_,_:.g. _.|1.a- 1-1.r_'|
tﬁﬁ Wofdﬂm#nﬁﬁum Inm
= . 8 ":i;i*i'! . -.'L:I

———
______
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Seitinuirvetions! Materel
L : 'WW“FNIHH mm&w“m
: “m“‘m“l-ﬂ."l IIIIM

.'Mlnumi“ﬂ“""”
fram hﬂhﬂw-rinht.nanlh-bummmm-

3.2.3 PRICE DETERMINATION UNDER MONOPOLY
rmﬂl"‘“

A monopolist hay power o lnflu
the market price. He GAA
hls outpUt Bnd rodiuce the price by ncrand M:t"
alng hie output. This 18
CUNV 1or his Broduct s downward faling which means that buyers ot 8 1owor 100

Yy
Price
and P \
Revenue 3 P1 , |
s =l M o j&-‘r:-' )
. lif o ‘ang © ~e)
L1 b ﬁ‘*-"*r-"l'* ﬂl.l _‘:".'|; !:"‘-[--_‘TW}“‘

14 B. | n'iu"ﬂ'-'a'.ﬂn.! mRd L
Gutpu't B&mrmdmantmﬂm 1
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mﬁdheatwmmdmmmwmwmmﬁn t.
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solt-tnntructionn] Material

{fﬂnﬂ!:Tn.hurt peried of time, thars s two types of factors of produgtion 1,e- 1o wmmnﬁ
b ©) and variabig factors: (rawsmaterials). In the short pariod, BUpplY “;upgﬂ (time
i m;m'“ﬂ“hﬁ variable fictors of prodyotion. Fixed faclore "."L'L‘:‘ﬁ capacity of the

] : B perlod the yalume.of product) be changed '
piant cannot be Shangey, yelumb:af “,'_'_"“L.*dl“"'m" '

_ - | loasos If o 18
nopolist Is to eamidximum profit or to suffe R.
compelied to do, so, Tnfmiw'a um.'h]m_;.mn&ﬁaﬂlh compare® his nﬁgnmﬂumﬁapnlanﬁﬂd“‘;
o marginal cost. Thecorrect point of price outputdstermination for & monopolet 18 B%
 thers marginal revenue Is equal to marginal cost. o '

1 Y o . ormal profit, or

Inrtha short period'a maonopolist firm can earn super normél p 1ahl.a costs u‘:haw&aa
losses. In case of a5t the average Var= . )

losses, price must be covering atleast the ¢ o mmmmmw

Inthe firm will stop production. The three parts of monopoly equ

the figures drawn below: .~ NPT R -
Lt VRIS e L S ot MR
In figure (a) a monopolistis in equlibrigm at point €. His equillbrium out

this situation, he is earning super normal profits shown | sk Ll o iRz | oec
exceed SAC which Is equal to QM. o s UL C At
In figure (b) E Is the point of equilibrium mmwglﬂ, pmﬁtﬂﬂﬁ!m"’“"‘ |
W e

Price PM Is equal to short-run mamt.]’ﬁgﬁ% ' |
profitis a part of cost of production. - - . .

rimis
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Swit-instruelional Matarlal

long pg ““""“l'“l'!nlnuwﬂm Maongpaly firm can fully sxplelt
Perlod squlllarum of » monopolist can i shown through -ﬂwnl

!"1

Thea

figure s
mﬂ’ M "l hﬁ?&um Prico Is fixod by the equality et lu'lh. and longrun MC ot
M fo saming mpmm}.ﬁmﬂ 16 PQRS, since Its AR

® 18 dus to the mang st of Ui firn, This 1a Why, the
* 86 called monopol '“,d‘ﬁq‘ﬂﬂn ‘ vy Vs R

LMc

LAC T . 5" .
oy Supemormal Profit (PQRS) «
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Gall-instrustion al Matarinl

Kinds of pflce ::llu-:rhrihmtlun

&

I RICIE "'. ma
(D dﬂCta:: ::'E‘ reflectio tha Ing DM@ or purchaiing poWwer of the buyers. Fof ai
'8rges higher feasdothe roh and Tower feos to the poar. ‘
and lower price at

Wy~ it
(y - ur:;ay be'to the lodation ¢t tho ‘purchaser Higher price at villnge & fafoigh
2 N 8areas or higher price may bo charged at home and IaWer prce in 859
market (dumpling),

(iif) - It may vary to the timing of the use of the product, Rales of tru
night from those during day time, lesson Sundays than on other 0aYs.

3.2.5.2 CONDITIONS OF PRICE DISCRIMINATION
ayists and there s

() Existence of mﬂnﬂptﬂy Discrimiination Is possible only if monopoly

. no competitions In the market.

(i) Division of market into sub-markets. The market is disti e
among which the product cannot be exchanged, axa!;lp‘iﬂ a-home
separated by governmental restrictions or by tariff walls. -

of damand ﬁhﬂﬂm be different

F'rtr:a di
scrimination under monopoly can take many fomms.
ampla, 8

nk calla are differant at

y divisible nto various parns
i turainn market

(i) Ifthe price discrimination s to be profitable, the elasticity e iRd
'in different market, ¥
f n peor
ﬂV} F'ruduc:t djﬁarentlatlun Sometimes a mungﬂﬂ“srﬂ mark#l m:t:ingh :I;d-:ﬁﬂﬂ 4
mmumﬁﬁ #hﬂ mﬂnﬂpﬂlﬁt t&kﬂﬁ aﬂv,antagﬂ I',}f thﬁ “mlma AT Tt
"‘*“aﬂma‘ubﬁm-.’udily ina daiuke pcacklnm R e L e M
i S e m&ﬂtﬂﬂ “éﬁm@nﬂlﬁuﬁwﬂwsimw
(“'} QIEEHG'“UH Enmahmﬁwem mﬁ& : i STk BT j
: “tlpﬂ%r‘fm;“ﬂ "%ﬁgnﬂ """ T s GROGEBCIE
' 'lﬁ,qﬂmmaﬂm oAl el 2
: 1 ﬁDﬂ . e
ﬁeg@a?f@ﬂwaﬁwﬂﬁnt Me o mesi
3¢ *PI’ ﬁﬂ’lf&siﬁﬁ’aﬂé‘&éﬂwﬂﬂﬂus ALior
ﬁFﬁft mo Q lnaﬂon of the firms degree ﬂ"‘“ mw

i

: weh . 'i'naﬂgn "‘I diﬁcﬁm

-(31 ij‘padagsa reaprfca dlmglziaxlmum amount of money. ﬂﬂ?g“ﬂauftaéf
H |. ' -

G Hathﬂn,axtmctaffmm ?E‘;" ““L&wimg g

Scanned with CamScanner



Scanned with CamScanner



Pice -~ pg| b

. P3 C

K

i o e R
: M owe M3, Oulput g
Third Degree Price Discrimination : 4
In third degree price: HIacrIr‘nlnaﬂnn the monopolist divides fis customers "“"mh am:
murectass&sﬂrgmupqéntﬁabaaisuﬂheuiaaﬁuﬂwfﬂm’"mp'n i md
a different price mam class of buyers. Each group s W,“,‘“’-;—_- e -
Mﬂmdnfemnpalnhealmdihsufdamandmm 0
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! Sellinetuoteny 0
%mmmﬂﬂﬂﬂﬂﬂﬂﬂmwmmnﬁhhh

sombined marginal revenue curve Is Intersected by M anq
mnaﬂf'ﬂ"" MumK'l.ThlmndpﬂHl!lprﬂﬂmlﬁnM H.h?%l

rmm*'mmwmmm-wmmmmdmmhh

B atput OM nsubmarkot Aand ulput O i bk B sos wih
V' of output the mlnhnthhlhnumﬂmuﬂiﬂﬁﬁﬂgrﬂm to
mmmnmummwuuwoﬂmf mmmmwmh
In submarket B 1s R1P1. unmmmmmnn&mm In -m«&;:m“h
elastic, thereforo tha monopolistrestricts hs sale n I o @ higher price, submay,,
a,mummmqqﬂc.m“whmbqbfﬂ:wm
Mamm i MHMB
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forelgn market rather than homa market because - |
marginal revenug remains constant while the monopolist's me
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Sellinatr iotlongg M,

petween Monopoly and Perfoct Compatition :

'nrﬁﬂﬂ
3.2.6 Com s the type of market In which there are 8 large numbaer of Bollgyy
pﬂf-nlmﬂ"m'lul . I' sell identical goods, Firm Is a price taker since It produce, Onty
and buyers. armnlnduuw.nnmluunhry‘.mnﬁmb""'“""ﬂfm“:

fraction of total production
o,gymznh-mﬂﬂﬂnuﬂlmrmpu'unuultlnnnndmmﬂnumbarhlam,M

js & price maker.

Firm under perfect compatition and firm under monopoly are similar in the seng thay
both alm at maximizing thelr profits or minimlzing thelr losses in the short-period. The prineig,
of equalizing MC with MR Is followad by both the market structures. Despite thalr similary,

thesa two forms of market organization differ from each other in respect of their
of market, the demand and revenue condltions, the equllibrium conditions, and prof

acquisition. |
(a) Comparison of Demand and Revenue Conditions :
Under perfoct competition, a firm produces a fraction of the total production produceq

3y the industry firm Is unable to Influence the price. It Is only a price taker. Since the price
remains the same whatever the quantities sold, average revente (AR) and MR are one ang
the same. In other words, under perfect competition AR curve and MR curve are the same
and the curve Is a horizontal straight line parallel to X axis. _

- UnderMonopoly, there is only one firm facing a large number of buyers. It can influense.
the price. The firm s the Industry ltself. The difference between the firm and the industry is no
more under monopoly. A manopolist can sell more his output only by lowering its price. That
Is why as more quanfities of output are sold, price fails. For this reason the demand curve for
the monopolist seller or AR curve slopes downward, When AR curve falls MR curve also falls
and it fies below the AR curve. : aokIny L Ay :
Comparison of price and Marginal Cost :

Under perfect competition, when a fim is in equilbrium ts price = Af
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M
e ::' s \m
o ol
utput Outpst
Parfactly compatitive firm Firm under monopoby

v o ofn
] T
n the figure (a) the partectly compstiive firm ts Show. £ s the poiod of
firm where its MR and MC eut aach offier and MG I resing lso, On ths point of equiibrums
WOPWMIM —
In figure (b) the manopolist firm Is shown and equiiibrium st point € 1s

interests MR. Price mmmmwwm'“ |

Sasemesai
WWBB ) '
equilibrium only whers its MC=MR and MC s rising. Not

under monopoly to be’ mmmumm
MMﬂM
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O th mnrlat In the lo

| ) , flrma can frooly ll"llll' 0 G- tun,
mwmﬁhﬂ%ﬂmnm Hutundnr manuw;r thora aro rﬂltﬂﬂ’dﬂn‘un '""h

i
: ﬂh:"m ;-urmt competition, mQJMI narmal profit In the '““U'Wﬂ b.
frea-entry and exit of firma. If 1 znnl rm more than normal proflt, new
market and wipe out tha su fts, In case of o mﬂngﬂ mmh
d oo wil bo rmpudm:ﬂm mnnammumw

the supply will ba reduced
this way, perfectly mom fim “fﬁ“ only normalgroft . . ¢ 51,
P&'Lﬂ'&n In the |

!

Gy

On the contrary, 8 hnnapélﬁ W*Wﬂﬂﬁ"ﬂi
bocausa | Is the single sollor I tho markal, There gre st barriers ontha.entry
m w“mﬂﬂhghn;é‘.%&- R WMW gpm

Pﬁu%}m@ms;. Rl |
. mﬂqmmt@g mm@um and buyemia large. The aa;fgu a5
found selling identical goods, No individual firm can influence the price, it s only . ppe,
tamrﬁ.ﬂnnmnnmﬁmw dh‘fmntprlmfrﬂm dfﬂ'ﬂfﬂﬂf hg 18 .
0 tii maeilarnfhislp ict. He Iuitaiha
e }&" Wi At 'ﬁ" , ?ﬁp@m_’f‘""“

-
L

' The HostSIgIn cen perfec _mmmﬂﬂﬂﬂﬂﬁnﬂﬁmw
m-mmmmmmpnfrpm hmmwmmmanmatﬂfh% npetitive firm, This
’_ uy. 'a ' .
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that of perfectly Compatitive firm,
Y
D
/ SCMC
51
Price Q
R 5*” ,
TAR D1
N
s | N
MR
0 M M1 X+

Output ' Y Ty, W
it Is not always necessary that monopoly price is higher than the price likely o preval
under perfect competition; A'moriopolist belng the éale seller of & product can fower fis
costs of production with thie help of economics of scale, research eté. Morsover monopolist
may be afraid of the boycott from the consumers, The monopolist may have some distinct.or
remote substitutes for his predict which may threaten his sales at a high price. Govemnment

may regulate the price is it Is too high.

Ina munoﬁuly market there is a single producer o seller contralling the whole supply.of

a commodity for which mﬁF“;i‘T‘.—.‘}ﬂ.ﬁ!ﬂsﬁﬁfﬁﬂﬂﬁﬂﬁﬂtﬁﬁmﬂﬂiﬁ%ﬁﬁ“iﬁﬁﬁﬁ'_ilzlPﬁSPn!I?f. e
product but he can not sell any quantity he wants to'sell at the price fled *-;'FEE;T‘-:NE i

The equilibrium level of output under monopoly ﬁdﬂ@ﬁingd l;gﬂaﬁulahty; P%:ﬁéi :::
MR. In short-run the monopolist must be able -tn'nnvaral: a%b&tﬁ‘ (MC=MR,

llllll

st s vaa

NOTES . -
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_ e ﬂurnﬂllﬁrm" ‘onditions under MONOP 3ty iiry M
prﬂwm-‘?ﬁwmam" I o I supomorml pofi n the long-ru, "
and AR ? AC: different prices for his product (Price Discrim

A monopollst r:;; ;:.;';‘ITF when the elaslicities of domand In different '"'ﬂa:h'
diserimination u.:mmum profits with price diseriminatior: as monopollst shoyjy
flerent. To ¢t markets In such a way that MR In each market Is equal to Mc%"“l
fﬂ-“‘ﬁ:}:ﬂm kot shoukd be tha samo. Tho prica n tho market wih gy 1
[thmmmm MMIMﬁ!mﬂmn{uﬂudam .h*

demand curve Wil
y market can be compared with perfectly compatiive 'ﬂimﬂtmm., ngy

wmmmm:mmummmmumﬂuamnmmmm can gy
mﬁlpmmmahm-nmbutaﬂmurﬂgrpmwmmmnmmmh.
monopoly market is always areater than MC but price under perfect competition [s %

equal o MC.
3.2.8 KeyWords :
(a) Monopoly : AmaikatfmmInwhimﬂwmhaalnglasaﬂﬂrﬂfpmd"ﬂﬂfﬂfﬂm

(b) Price discrimination : When differen prices are charged at different markels for gy

(c) Dﬂwlﬂg'itlsawmqu# ..._ x
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UNIT - IV
LESSON-1
MONOPOLISTIC COMPETITION
STRUCTURE
410 Objectives
411  Introduction N
41.2 Mﬁanlngl of Characteristics “u!

V121 Meaning
V122 Characteristics
413.  Demand Curves + CostCurves -
W."I.3.1‘ -pemanﬂ or Revenue W
' rsm.’a.z  Cost Curves prai
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4162 Excess capaclly In shOrtLn
4163  Excoss “P'd".;.“.","-h,"-'-.'* F
41.7.  Equilibrium of Firm : MOnoRK
parfect compatition

4.1.8 Let us sum up

419  Keywords
4.1.40 Questions
4411  References

- malnmammmwfmpd“ﬂ“
(b) wmmmmﬂdew
©) Explin maeqmmofﬂmwﬂ"
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compelition is a markel slivcture
imperfection or monopoly elamgn
produced by 1arge number of wogy iyl

4,2.2 Moaning and Charactoristics
‘.2.3_1 H'.“'“u .
Monopolistic compatition s o Mmarkel suation in which thetw e meny seflers of 3

particular praduct, but the produet gf aach Al 1§ In some why diffarentisted h#d
noniumlﬂ from the Fmduq of evary other m

" The products are dlﬁmnuutud thraugh trade mirks, MMW
etc. The firm producing a particular brand enjoys the manopoly powsr beceuss & s the oob
firm which produces this brand. The firm s the monapolist of brand but ot of the product

Examples of monopolistic campatiion aro colgate toothpaske, bajalsscter

a monopolist of brand, faces compatition from dmww
of rival firms in the market. It explains why such

competition a curious mixture of competition and rranmolilh M -
mw“ i _‘ o & FONNRET il R .

mmmrdp or Ph'.-'ﬂiml product m
created through packing, 3‘1"'9“'5‘"9!

Wﬁﬁp@mmﬂybf’_
the shop, the courteous and il
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TR o mmm‘WWMWWMn In
t&r Prica policy of & &mh,mmumrwmm:ﬂmhum
uwnprbapﬂﬂﬂ?

No price competion s adopted toWin oVe" CUSIaMSIS. Thery

*{Hl fﬂ%ﬂ:ﬂfﬂ”“:"‘;fmmm ivals other than price, It may b & guarantas for

repalrs mmmapuumwmmmm wiﬁsmmawlm pmﬂwhrpumhua
" adiscount In price, m-mmutﬁnﬁfm

® Selling costs. Every firm tries to promote |
0 adv‘grfmant The zvarﬂaamunt hiﬂﬂfarmt rﬁéthon‘s iﬂ' ﬁ'ppéﬂﬂnﬁ’foha

~ customers wwmpm.mmdw’m“ Sl

Its own p?.bdud ba %ﬁpanditum on

" knowledge of the buyers, Muchof e sllig %

hhMWImemm- of the consumers
%, W"’W‘"ﬂﬂ.ﬁcﬂwﬂ S
41,31 Danundcum h oz (i

g 1.?1-‘5'"‘”!’1.! %*"** R
= WP- o I R %_. e
ﬂ'f' -l'-.ﬁrln.??h . ey 'r1.|.. i -: - E._'._' _._: ; .-.
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: T atinteranil lateried
' Demand curve of a parfactly e
demand uumfa?:f?u;f. nmdm:w.hﬁm o % auls, in comparison the
alasticity of ﬂ“ﬂﬂfmmihfhﬂy to zoro. "“““"P“" compatition |s downward sioping. Price

() With monopoly

< s

.
[ | .
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minimum loss uutput lovel. Tha attampt of the firm ls to eam profits but fay be forced \,
incur losses. Whether @ ﬂrm eams pmm or Inwr losses the main ﬂq”““?ﬂ!-'m conditions grg

muﬁﬂlniwna.
(a) Pﬁﬂlmullbu equal to or greater than AVC l.e. ml.wc

(b) MC=MR
(o) MCbecornes greater than MR bayond MC = MR output level,
(a) Price or AR *AVC, The condition Implies that In case of 108 the firm must be abla t
. recover at loatﬂwndablamau.Thu mmi*pmpmdtofmlmonlyupwmadm
If the pduuhlﬂaﬂmnmc the hmwlll oxceed fixed cost and the firm mnmmanlanuy

_ limit Its losses to fixed cost by alnpplng pmducﬂun
(b) MC = MR. This. condition ensures that no more &ddlﬁunu to profits are possible by
Hmulng nutput. lfmaﬂmprpdum more than this uutput, its profits are Iﬂﬁal'fbbe

- reduced ; am:l in c:aua r.if loss, losses are likely to be increased, 1N
This {;undltlm aniuras that

(¢) MC hammaa greatar than MR beydn:l MQnMR out put.
1 thammdnwm rnﬂtlaualand In case of loss,

MC=MR out put Is the equilibrium level or
O tmemlnimum loss level, |ch Iﬁimtﬁgn MRbaynnd Mcumnmnpm

4.1.4.3 Dlluramltlc Raprnunta’tlnn

' '_ (a) Equlflbﬁum iman a ﬂnn Is uammy pmms.
: s - MC
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~ Outoome of Equllibeyy, Bellinatructionsl Materal
Equllibrium polnt = E

Equilibrium mtﬂut =04
_Equlilihrlul'n price = OP gr RQ

Equllibrium Ave =\VQ
Equllibrium AR = RQ

Equllibrium AT = ¢

MC curve cuts MR '

respectively. Execs of RQ nw . ﬂT‘ balow lﬂ polnt E. RQ and CQ sre AR and ATC.
Total profitis equilibrium outpyy “‘5““' :%bv nmm,nur unllufwtpl.ll.hﬂﬂ. .
represents total pmhnnnuaaoq.m T%lmm .La;.o&:ﬁ,_
fim. i Shah

Ll

(b) Equmbﬂum when a firm Is lncurrmg u'm
~ Afirmincurs loss when mlajaq;

so when a firm Is incurring Eﬁﬂ#ﬂ'ﬁmm
below AR. IfAVC curve also lles am

pl’ﬂduﬁﬂﬂﬂ to reciuua loss. Rty 2
Thaaquﬂibﬂumafm,h , SO e
ﬂnd uut a“ ]ﬂfﬂl‘mﬁﬂiﬂnu 15 ..'"I . " :
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Belfnat vctonal m,

Outcome of equilibrium
Equllibrium polnt = E Equllil:ﬂurn output = 0Q
Equilibrium price = RQ = oP, Equilibrium AVC = VQ
Equilibrlum ATC = cd

- Equilibrium AR = QR
Total loss Is, equillbrium output 0Q multiplled by per unlt bllﬂﬂ l.ﬂ. OQXCR.

The shaded aroa uf the rectangle PRCT rapm&nta total loss.

"4.1.5 Equilibrium nfl'rrm In the Lnng-rqn :

4.1::.1 Introduction. qe
. Long-un equillsrium/s differént ' shor{ run
; Wﬂﬁ!ﬁ#ﬁ!ﬁﬁfgﬁ’ﬁ. oxpocts 8 |
wam-aaw.ﬂmue notu rad
4.1s.z~sacnnd Teve T ) R RGN
A firm under monopolistic f;umpaﬁﬂunu; |’ Iust the normal pmmmm
b&mmnfﬁmhahactaﬁsﬂafaaﬁlmﬁff “H * éfﬂrma , e _

| ’_'amaﬂun
||mmsmatma=mmwﬁwwmﬁﬁmae
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outoom® of Equillbriurm Self-instructionsl Materlal
gqullibrium point = E
gqullibrium output = 0OQ
Equilibrium price = RQ
gquilibrium’AR = RQ
Equilibrium ATG = RQ
Mc curve cuts MR from below at point &

4.4.6 Eguilibrium of firm and utilization of capacit
: daG
4.1.6.1 “Meaning of capacity ;

The level of output that corre
: spands to-the minlmum level of is oft
" : average cast is ofien
f;alladfﬂ 'TITF::' :3" ;Jsr ‘:sgamt‘f output. If actual output produced is |ower than the capacity output,
it is rete @ excess capacity. |f actual output is higher than the capacity otitput, itis
called above capacity out put. -

4.1.6.2 Excess capacity in the short-run

Capacity output in the short-run corresponds to minimum level of short-run average

cost (S.A.T.C). Itis also called optional capacity or plant capacity. Excess capacity in the

{otal
between optimal capacity output and actual output in the short-run

short-run is the difference
equilibrium. o L
4.4.6.3 Excess capacity in the long-run

The concept of excess capacity in monopolistic comp _
context of long-run equilibrium . Itis the difference between ideal output and actual ogtptii: int
the long-run .aqulllbﬂuhﬁ: The Tong-run equilibrium of afirm In mnmpoﬁstlc-num;aﬁiuﬂ En:r
a point where long-run average cost (LAC)is equal to average revenue (AR): Itis thetang -

' the output at the minimum LAC &t Mis the l;;a_l l«:i:u:tf;:ﬂst;
' 8 ' utis0Q1, QQ1 in the excess capaci: .
Q and tha.actual outpu ; .uapﬂ ity or unuﬂlm mm 15 called as

competition in often cr
waste from the angle of soclefy.

NOTES

_—

etition Is most often used in the

—

Scanned with CamScanner



Soifinstructional Myty,,
AC
Y A
Price |
Q o A
Qut purt (units)
| Excess Capaclty
. 447.Equllibrium of firm
4.1.7.1 Monopolistic competition Vs, perfact competition
Simllarities
1.  Both are characterized by large number of ﬂrms. perfect knowledge ﬂbnut market and
tac:hnologyandfrea sntwand exitof firms. v

2. Both have same equilibrium conditions. :
3.  Only normal profit. arise in buth the markets In the long-run.

Dissimilarities '

1. In nmnupnliaﬂe mmpdﬁtlbh‘pmduck prblzlliﬁﬂﬂ @‘ ﬂil‘farﬁm ﬂrma mmﬁmm in
peﬂachmmpgtfﬂnn thé*ﬁrtﬁiunts araﬁ‘:;"_._. 8neous.

2 In mnnufpailstlr: narnpatiﬂun an lndﬁidual ﬂrmmn Influanm tr;at nmrkatpﬁuh pqlfad

competition It cannot, Gnmegumuy,ﬂ}eﬂnﬁamnﬂ rveinm
is downward sluplng Whﬂeln pﬂdﬂﬂtmmpﬂ’ﬂj&hﬁﬂg parallel
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41.7.2 Equl!.ihrlum ofﬂnn ‘M q.m“.ﬂu
similarities 3y mm “"mw

-

8 -Elntl'rhmsama equl!ih-r'.um conditions e

2 In boﬂ’t“ﬂiﬂ mérkets Individual fims can hﬂunnmthu mmatpﬂu | :
3 'Thnmlaaxuaascapacltymmm : |

-
-
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4.1.8 Lot us sum up
- Monopolistic competition m four characteristics, There are mmn nl..lmbal' of nr,,,

each firm Is producing dlfferentiated product, all frms hmpmmmﬂmo and therg |y
frea entry and free exit. Itis different from perfect: wﬂﬂﬁn only In one respect, It gives the

firm pnmrtn Influence the price In the maﬂtﬂ. |
The main uqulllbﬂum condition ﬁn the shurt-mn are .

Prir.aurﬁRfsgmatarﬂmnuraqualhavcwmnmhaatwlabhuuu!surammvamd
mdlnuamnfhammammnmwlaﬂwdmetunly -

2. MC‘MH so that no more additions to profits are possible by pmducinn more.

- 8. MC becomes greater rhan MR beyond MC = MR nmput-lew so that any ad‘-dﬂion o
output Eeﬁ:ﬂﬂ'ﬁ!@%MR level leads to dmﬂTna h‘rpmﬁb

In the long-run the mma nundlﬂnns are
i)  Price orAR is gmaterﬂun or equalm Lﬁf.‘-
ii) MC = MR ==
i) MC> MR bayund Mc MR autput
No hssaa are pasﬂblb In ﬂ'ra Enng—rumﬁhqhﬂlhﬁuﬂmnl'y mﬁ'ﬁ&imﬁﬂm aumad by

!haﬂrm. , = F SE N -
hmﬂmJnfmﬂkmmmmpetﬂﬁmm apacity b ..'1:ﬁtwarm-mn and .
g BiCas s y, unutiized capacily. Implies that if execs capacity is avoided, output.
4.1«9 mmfds - -
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(¢) Excess capacity :

: Inmaaheﬂwunlthmnﬂm bmmwmmmmm
output at equllibrium. In the mnﬁmmmmmm
at equilibrium, 50
4.1.1o“nun'rﬁum L -

g, | smmmulmmnmmum-mmhmhmmﬁ
compared to perféct compatition,

2. ExpmmuquanmuhnmmWWW

3. Emmmudmm:mmmmmmm

IV.1.11 References

‘Same as In unit—|

-
S
al
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Selfsinstruetional Malarial

(¢) Explain why oligopolista try to collude amongst themselves rather than compete
(d)  Explain the implications of collusion.

4.2.1 Intraduction

Oligopoly is a form of market structure In which a fow sellers sell differentiated or
homogeneous products and each seller commanding a Substantial share of the market.
Oligopoly refers to.an imperfect market.
4.2.2 Meaning and Charactaeristics of oligopoly

Oligopoly market [s Identifled by (i) a relatively small number of firms (i) difficuities In
entry and (i) a product that In either Standardized or differentlated. Every seller influences
and is influenced by the behaviour of other firms and thevefore producers under oligopoly are
mutually dependent upon one another, :

The basic characteristics of oligopolistic market structure are as foliows.

Competition :
. The characteristics fewness of their number brings oligopolists In keen competition

with one another. Under oligopoly the number of sellers is so small that any move by one

seller immediafely affects the rival seller. As a result each firm keeps & close waich on the

activities of the rival firms and prepare itself with a number of defensive marketing strategies

L]

Inter-dependence |
Competition among the oligopolists make them interdependerit in respect of decision

making. A change in output or price by one firm evokes reaction from uthia'r'ﬂnhs._

Difficult Entry | e | .
I the long run, an oligopolistic market structure is also characterized by strong barmats

to entry of new firms in the industry. Some barriers to entry a;['a 'gmnpmla_; of scale, pﬂ;ﬁ
cuts, existence of excess capacity etc. Thaﬁaﬁctursl-pra’r_#enﬂha_*enw of new firm and help

oligopoly to remain.

Types of Oligopoly
Oligopoly isof twotypes. - . —
NOTES | IR et

(65) -
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GolfdnntiVetlonhl Magay,

(a) Dlseriminatory oligopoly
(b) Pure Oligopoly '
Discriminations ollgopaly
In the case of discriminatory oligopoly differant producers of the product sell goody
similar to one another. fram the consumer’s polnt of view the difference: Inthe goods can b

both real and Imaginary. The differences on account of size shape quality and design etc,

are real while differences on account of trade mark and brand name of the gundl.ara Imaginary,

Pure Oligopoly .
In case of pure ulbaopnlyallﬂ:mﬂ pmdumﬂmﬂwipmduum which means that producers
r.lnnut indulge In product differentiation. n. Consumer's decislon to purchaua the good of a

particular producer ara influenced by the. prlua conslderations.

4.2.3Non-collusive nllgupoly '

ThEFB always exlats an uncartainty in raapect of behaviuur pattern of a firm under
uligonnry Due to this unnartalnty which a rises out of their unpredictable : action and reaction,
a systematic | anal ls ,of n’lféppulg bqga{nqg ﬂlmwlt Uw maﬂg:ﬁimumm a wide

varisty of bahavtour qm ma en] Eaaaq on different bet
acnmmtsts*haw dayaluped avarel models mhi;h-mn ha,ulngﬂf ad Ep ﬁ} Mn-mm

models and (i collusive model. -

The non-conclusive models of oligopoly axpialn tiu_a price nnd out put ﬁeiermimm in
a market auunmra in which nligoﬁutesfﬁ'rééwnlﬁ“iﬁ'élr‘l_ erdepe ndence, !

4251 Ewmy‘a mnda! (klnkad damanr.l tﬂm

Thlsa amwaa tforward b Faujmawr
:_un u'?:]lm g.'n’.:j.. ;-L&t ﬁm"‘gﬂb !_': .::-"r .' i ]
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Self-instructional Material

level his competitors will follow him and If he ralses the price above the prevalling leveld his
competitore will not follow this price Increase,

The kinked demand curve helps to explain why oligopolists prices demand to be Inflexible
under the assumptions of the kinked demand curve, a price rise would lead to a, sharp
reduction In sale conversely a price reduction would attract few new cusiomers. Thus, once

a price Is estabiished, It remalns Inflexible for extanded periods of time. Howaver thp theory
does not explain how the prige has been established,

Diagramatic representation of kinked demand curve. Akinked demand curve ‘dD with a
kink at point K has been shown. The prevalling price level Is QK and the firms output level is
OQ. Now the upper segment dK of the demand curve is mare elastic then the lowerysegment
KD. This difference In elasticties is dua to the competitive reaction pattemn assumed by the
kinky oligopoly demand curve hypotheses kinked demand curve under oligopoly.

Y d

Q k

0 M X
Kinked demed course under oligopoly

Duopoly Mndala

A 5pauia| case of oligopoly calls duopoly exisls when there are cm]y two sellers of a
FIUdIJr:t A classlcal mndels of duopoly is - .

4232 Cournot's mndal '
Augustine Gournut a Fren::h amnnmistwas ﬂrsttu deﬁlnp a fnnm-l dunpnl? model in
18938, The aasumptinnu of tha rnudai are -

(a) There are two fmsA+B ' |
(b) Both operate thelr product at zero M. c

NOTES
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Salkinatiudtiona; y,
|

siralght line. demand.curve.

ward sloping
{E} Eﬂth face a downwa stitor will nﬂt react'ic kig ﬁEI:]uin

&)
(d) Eﬂﬂh geller acts on the assumption thﬂl‘. hlﬁ ﬂUT'HP

q:hanga hls. uutput and pripa

Tharafura Gouirnot Ini hla"mntlel aasumed that each allgnpnlfﬁﬂﬂ firm Would 86t lts gy touy
Jn tha.bﬁllaf thatits:rval fimt'aiottput remein constant. El-ﬂflhiu mvd{ﬂi lfnﬂrzﬂ the dligopoy Py
Interdependencé In providing:a solution for the' Pﬂﬂﬂ "-‘"d output under aligopaly, .
ﬁﬂﬂﬁmﬁﬂnn of zero mqrgln_al cost |s also unrdallﬂtlb
42,4 Collusive oligopoly -

' 4.2 1 Whut In Colluslon
" Different oligopo istlc: fErms arrive ata tgﬁﬁtt or formel agreement an a common policy,

collusive is an agreement among:firm 10 aypld- various, competitive: practices particulary
price reductions, It may Invojvé elther formal agreaments nr_:_me;ely tacit recognition that

competitive practices will be self defeating in the long-run.
4242 Factors detennlning collusive nlignpul}_f
' Ths major factors behind cuiiusian are - '
(@) - Collusion reduces the degrea of mmpqtlllﬂn
| (b) It reduces the oligopolestic unuﬂrtalniy
(c) Collusion becnmes a kind nf I:-arrfartu lha enﬂynf new ﬂrms. :

4.2.4.3 Cartel . SRR
" Cartelisa fun'nal agraar.n ént of diffarant nilgnﬂdjy ﬂ’r‘rha which aia_ntls for perfect form of

' g
collusion. Under this perfect cartel typ of collusive ullgopuly,mapﬂwand outputdetermination

i
L

of the whole industry as well as each member firm s detannlnad b?'ﬂfammrmn administrative
-authority s0 as 10 achieve maxlmum jmntnpmﬂh S ok 11

- Cartels do not necessatlly create the mnﬂﬁiﬁns fbr pﬁpa atqbility in an* dhgupoﬂstk:
market. Ths,rs is no binding.on the members undaruartalagrﬁai'niantm I.s ‘do not prB\ant

the pnssibllrtyofnawﬂrma as there Is no lagﬂl ;::H:nﬂ.ﬂﬁﬁ::t't,t % L‘_""_P K
R S T R TR
5 T ) ¥ J N % i B . - o
-, e ';'_ . #° 2w ‘- ] N E i . ! b P
» : : : ll .'-1 e
Vil e N L .
; - '.-- . :"._',u L :i" * £ _“'ai'-tl 2
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| Selfnstrustionsl Maj
4.2.4.4 Price Leadership -3

_ Under prlﬁa leadership, prices sat by a leading firm are Imitatea Dy the otherfl
maﬂmt simply by self Interasts, not by formal egreament. Somatimes prica laau; :ln it
from a formal meeting and agreement between the competing firms. In which tl*a"I e
leader and agree fo follow him selting price, PIERROR

Types of Price Leadership *
There are thred'types of price leadership
()  Price leadership by a dominant fim
() Price leadership by a low cost firm
(Ill} éammamc price leadarship |

()  Under price leadership by a dnmlnant firm one of the few firms In the InQuatn; mayhﬂ
producing large proportion of the:tetal pmdusﬂon and’ rnay therefars t .
market of the product the dominant’ ﬂrm ﬁat!'malaﬁ 1ts own demand mwa ﬁrﬂfn:u a
price which maximizes s its prafit. The small ﬁrms Tollow the dumlnantﬂnn accept the
price set by hIrn and EdeEt their uutput acmrdingly

(i) Thesecond kind of price leadership is by.a small firm With:a lowcan qf production. The
advantage of such a firm Is that it can charge a lower price without being looser. The
large firms may accept the small firms at the prh:e leader because they may already be
In a tight position due to their high cost;

Fl'nall';.fr under harﬂmetrlc price Ieadarship, an old expanenc.ad or most respected firm
assumesthe role of a lead ar.’ custodian who protects the interest of all. The barometric
firm assess the charge In- the market condition with: ragardtu demand cost of production,
competition from the related production elc and annnuncas price charges which are
best from the pnint of vlaw of all tha ﬂrms in t'na lnﬂusw ‘and othar flms follow him

(iir)

willingly. . ; : 3 b
darﬂh'.pheyam -1

There are certaln Iimltatianﬁ Inmalntalq]ng t.h, *P_ﬂ?? ]aa N

a fir f d eﬁnﬂ# upun tﬁ&ﬂm{,ﬁﬁ‘dh

() The Buccﬁs&m‘ pﬂsa 1aaﬁarahlp qg.‘.“ m.doy
esﬂmaﬂnnofreacﬂan of his fqnuwa‘m. et s
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otition to Increase thelr saleg,

{Ii} There may be secret
hfﬂ Iﬂ‘ﬂdﬂrﬂhip for a lang ||'.,|_|B

() The rivals may indulga Innon
“Thus the price leader may not bo o

-price Dﬁmp
ble to malntain

(ition. No Individual firm under g
of Imperfect cOMPe
irn:n'r|1t racea though {he demand curve of the Industry is kq
a rdependent rather than Indepany

1s belng 60 much Irite :
lls an not determine the product price that wil delive,

antof the Indivlduala firm it Is Impossible to dmﬁ“fﬂne
n nllgapollstic Industrles,

4.2.5Let us sum up
Oligopoly Is an Important
can be sure of the demand curv

This uncertainty 15 due to oligopo
In such circumstances an oligopolist ©

maximum profit. Because of the pradicam

the precise price and output pollcy thal will emerge |
The kinkéd demand curve helps 10 auplaln why niigapnllstin:: prices tend to be infleyjy,

ice baeen detérmined would remaj
why an aligopoly pn has N rigid,
However, It only-explains Wy mg ! haa baan detarmined:

But it doas not explain how the prevall : :
d there fore often prefer to cofjug

‘Oligopolists try not to have aprice ! mmpatihﬂn an "

“than compate. cdt&mn can be formal o, Infn[mal In fnmal collusion, they fix up one pris

which all of them should charge. The price is detarmlﬂed in'such away that therewill be joiny

profit maximization. ‘When. miiuﬁm Is lnfnma], Pﬂﬂﬁ Is: detew:}nad by a price leaderA price

Il ﬁrm depandfng upon the criterion the oligapolist

leader could be both a-large firm or a Emﬂ
ke to app!y to the cholce of theirleader: Prfne Ieadershi p modals al‘tampt fo e:(pEam the firms
behavior of changing prices. In step with each otper.. .

4.2.6Key words
Cartel ; Aformal agmement in wh[ﬂh prlcagﬂftl'la qnmquiw a[,‘ld sjlnwmg gfjha markﬂts are
commonly, datﬁdqd fgut the. mg‘anlzaﬂanal,ﬁﬂntmi nfaﬁrm igin its own hand.

: W’D&mﬂdrmrga Aﬁajlerftaqing adamand cywﬁ il'lrthrEJ'l ineﬁeasa In prina -above
""" s his. demand mare elastic ’but de cmasmlrtpﬂc& balow the

prevaillng pﬁc& lawal makﬂs his damand }rtelasﬂc

_ 4.2.7Questlons, : 4% -
(1) ‘Whatiis Intqr dépandanm Inan oﬂgﬂpmlutlu markat? What klnd nf pmb!emrdues i
create in datennlntrqpm and uulphl@nqga.ullgnpom T, SA
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opportunity cos will be rent. There:are soma complex lssues which will be answerad 1A this
lesson. :

52 Theoryof Rent

There aretwo approaches to tent. The first one [s the classical approach, a,n":rmrding to
which rent is&h’&_-re_ttum 'on land to the landiord, The chlef exponent of this approach was
David Ricardo who deflned rent as that portion of the produce of the-earth which 1s paid to
the landlord forthe original and Indestructible powsr of the soll. David Ricardo gaye a restricted
meanipg of rent. His theory revealed an essential truth that any'fa ctor flxed In supply will eam
something of the nature of rent. This helped In developing the concept of quari-rent.

. Modernreconomists reject the Ricardian approach, They say that rent does not accrue
to land only. In their opinion It Is a kind of surplus that accrues to all the factors of production.
Joan Rabinson is considered to be the chief exponents of this approach, She has stated
“The essence of the conception of rent is the conception of surplus earned by'a particular
part of a factor of production over and above the minimum earnings necessary toinduce it to
do its work”. : o

Joan Robinson argues that each factor expects a certain'mininium income as a return

for the work_it does in production. The actual eamings, however may be equal to these

minimum eamings or may be more than that. In case they exceed the minimum eamings
which the factor had expected, the surplus would bé rent. - -

After knowing the concept of rent we shall now first discuss on rent as a return on land
(classical approach) and then economic rent as a surplus over transfer earnings which are
the same as minimum eamings necessary to induce a factor to remain in its existing use.

5.1.1 Rent of Land

David Ricardo viewed rent as a returman land. He'was of the view that rent did not arise
until gnly- I'.'I'I:E most fertile efficient land-was u ndéréglﬁﬁatiaﬁ-; However, onice'this fanid was
exhausted anddue to theincreaseinthe demand or food grains; farming had fo be'extended
to somewhat less fertilelarid I:Dﬁliﬂﬂ'_'tb-sﬂﬁlﬁlt}‘ ﬂf‘n}nst'thrﬁlaiand-}frahfa'm?rggq-?;mm
fertile land. The amount of rentin‘this casewas to'be'equal to the va_lu&ﬁﬂ&%srmmm on
the most fertile land'over that on the less fertile land. Further prassu;a_of-pupulaﬁ:_rfl creations

NOTES

(73)
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nﬂnm-mm., Mty
time could sxhaust even the suppy .,

of
St e e e s
sltuation, rent not only Increased on the most fertile "::f :::f u.:; :tﬂum nt 1::;:;‘:%
best land. Following this loglc of there ar® :Tmml' aithe lanid, tHiatls, onthe m'::m
under cultivation, then rent will not ocour only lue of thelr surplus outgy -::::l,

1and on all other typus of land, rent will ba pald oqual to the va

that on the marginal land.
Ricardo's concept of rent can be rapresentod by @ diagram

y
s K
Ramt
J
Rent
7NN
T N M T
B Cost of ciilivation
0 A PB. LG KX
Types of Land .

Figure 5.2.1 Rentasdeiarmlnedbyﬂimrdu
On the x axia. wptaka various {ypnl:nﬂahd A.B S. and mﬁda Is given the output of

_ -'.fi\..*'* ity i -3-4*;."'- 4 "-“‘".ﬂ*‘!' -
x e . s ] "'b:.:'rl a =
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Ricardo did not ysg
entirely on deductive req
They are as follows ;

(a) The most efficientand fertiie 14
were cultivated later,

any empirical avidencs to Propound his th
soning for this PUrpose and based s heory

nd was brought under cultivation first. less efficlent landg

(b) Sc‘afcity Is @ unique quality of {and and rent on land arise due to this quality, °,
(€) Land Is not homogeneous.

(d) Land has certain original and indestructible powers which determina it quality in terms
of fertility. '

(e) Marginal land is no rent lapd

Some of these assum plions are unrealistic. Various economists criticized the Recordian
theory of rent for making Questionable assumptions.

Ricardo based his theory ion original and Indestruciible power of the sci (fertlity) original
fertility of the soil can not be determined singe one can not differential original fertility from
man made fertility. Since original fertility Is. Indeterminate the rent accruing from: original
fertility is also indeterminate. Again it s highly improper to _assuma_inﬂestmﬂlﬁilhy of the sail
in an-age of nuclear physics. Again Ricardo did not describe the _p_rdar‘In'wh}gp various types
of land were cultivated correctly. Ricardo based His theory with the assumption that most
fertile land was cultivated first and inferior ferlile land subsequently. But from a historical
&tand point the theory can 'ngt be tenable. Finally no rentland is found nowhere and, therefore

it Is wrong to say that marginal land is no rent land.
8.1.2Economic Rent & Transfor Earnings -

* “Hoonomic Rent Is'a surplus tHat aceuss 10,8 faclor of production over and aboye a
rllilnll"nu:ﬁ return that ﬁ;ﬂucﬂs_l_l t:_t-.[améin inits presentuse, The minimum paymgm ‘?F.T*‘F“?f
of production is called lts transfer eamings. The payment to a factor of production may be .
equal to It's transfer earnings or inay be even more than that. In nasa_thp_lrglu rnma fa_:::tn;:f
prodiction is equal toiits transfer eamings, it does not eamn any rent. Hﬂ":ﬁ?'?f q_“;?_”_*ﬁ?;ﬂﬁ:

ol its: ¢ earnings'and in all’
remuneration to E.fa(-;lﬂr of pmdg_mﬁgr_x_.m -?rqﬁtar than its tranffi iy =;_,j§|s'~ié?-f-j;:.;;’--“’;.:'_.5;. 5
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=
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{
srned g of the, nature of rent and thy Ol A

o
cases a part of the eamings of @ “‘;L‘:;::fu" to  factor of production normaly g, Ontaly “:_Q
u;ihanﬂ aea, Inthe first 1~ :
;[:;:}"::;;:T;ﬂmﬁ Howavor ’rhﬂfﬂr;:‘:l T,::.:.T:;ngr:;u tlon are trang r;:izg ma g, 1:
the first limiting case the total “mmmr::ant (o the factor of production Is rent, T, ”: t]:

the second limiting case the antire pay
clear from the following lllustrations. : Wb bickiond
on and trained for 8 5pe & gental gy,
No.2 person B Is a Dental Surge g spaclal gkl and il voluntary o ey gen

The parson can not do any other Job requ
inferior jobs wanting no partioular skill, Therefore hla transfer f:e:rnmga are Just nj) Emj “‘
entire salary amounting Rs.5,000/- which he recelves as a denlal surgeon will be 8Congy.

rent,
‘No. 3 In reality, rarely a factor of pmductmﬂ I8 cumpletely specific consider the cage

a High court Judge. C The present salary is Rs.10, UGL’I per month. As an adyacas i
person gould eam Rs.8,000 per month. Thiis the transfer. garming gs of this personC therefor,
&FB Ra 8,000 per month; and-inhis m-:rl"ithlz,ur aafawihﬂﬁﬂfiﬂ an: ecnnﬂmic rentof Rs.2,000.

T'lws\ve can mng!udg f’rgm thse iﬂustratfohs that ac:unni'nlc rent Is‘inversely related i
“the’ Blasﬂcity of supply of a faﬂinr of Pl‘ﬂﬁlif-’ﬂﬂ"* ‘Eet Us first GQ"EME" the case of a gy
specific factor which gets the Bam& réfurn’m’hu the: Fﬂﬂﬂmﬁ’““s to which it can be pu, T
supply of such a fac{uf'i'.*}ll be: bﬂ?fa‘ctly ‘lastic as‘ &huwn In ’ﬂgure 5.2, 2. This:implies that thie
ﬁcto;'fs avajlal‘:ﬂa unry at dﬁxed bri‘ua -ahd?f rawan‘#to it Is evaﬂ a lifﬂa hasﬂhan that, then not

shwdng that at- DH facb::r prina suppfy of the fac{ur in quastibn is perfactly eIastk: The
demand curve for the factor DD intersects It at £ which means that Quantity of the factor
employed in ON and th& total earning are OREN, Inthls casesince OR isthe h’ansfe:eammga
the anﬁm income earned by the factor s transfar Barnings _

Now let us consider the'case of a factor wh!r:h s mmplata y specific. Its supply wil be
perfectly inelastlc. The transfer eamings thus wil be zero; This case is illustrated in figure
5.3. We can observe that factor price or the rate of return. to the in: thls case is OW and the
total earnings of the factor'are OWFM:Slrice ln*thia‘*ﬁaaa the'tra nsfar arnings of the factor

are nil, the entire incorhe learned by it is an aaunnmlnarant P
T, ",
_I. - ‘f. i
§ : T :‘ —
: % % W o
=" i . I:II'-'H - / e 3’ e
- " : 11"‘-. "":' ‘-‘-*:""' i ’ L
(76)
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- Quantity of the Fagtor ‘Quartity of the factor
_Figure-52 " Bt i Sy Flggre8:3 " -
All the income of the factorls " Allt g income of the factor Is -

transfer earmning *~ A an economic rent. %

In case of elastic supply of a factor; the supply curve fr it has a positive slope as shown
in figure 5.4. The demand curve for the factor DD Intersects the supply curve TS et Eand the
equilibrium factor price is LE'or OP. Itis clear that the lastu nit of the factor, which is OLth unit,
gets tha return equal fo its'su pply prica which is same as Its transfer eamings. Other units of
course; get something over arnid‘above their transfer earnings. - :

For example OKth tnits transfer eamings are KF or OR. Hence its Income contalns an
economic rent amounting to RP:Considering all the units of to factor together, the total
income Is OPEL. This includes transfer eamings of al!'iha-'units amounting to-OTEL, and
thus the economic rent eamed by all the units'ls TPE." :

A oV S e A

D

M 0. KL s
Figure 5.4 Quantity of the factor
NOTES s
e s i
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Eamings of the factor Include both transfer samings and sconomic rent

5.2 Let us sum up
There are two maln approaches to rent. (1) The classical approach and 2) The mogy

approach. The chief archilect of the classical approach s David Ricardo, according to Whom
rent is the return on land to the and lord for the original and Indestructible powers of the sqj
nd

Rent s price determined but not price determining, Rént emerges on more fertile lands
equal.to money value of the excess output on these lands over the output on the margjny

Iancr Marginal land Is consldered as no rent land,
Ricardo's theory of rent Is based on highly questionable assu mpﬂﬂna anﬁ Is thereforg

not acceptable to the-modem econamists.
Modem economists call rent: as economic rent. It s the surplus that accrues toa factg,

of Production over its tranafur eamings. Tranafar eamings refer 1o the return to a factar,
which will induce it to.remain In jts existing employment, Joan. Robinson-who is the chjef
axponent of the rmdarq appraach to rent agserts that it is not specific t land. In other. ‘words,
rent, can be eamed: by all factors of production; At depends on-the elasticity of supply of 5
factor of production and Is in fact inversely, retqtadin it, This Implles tht In case.of supply of 5
factor being parfacﬂy alast:c, Its total aamings will ab transfar Bamingaf. and in the opposite
- case WHen tha supply Ts parfacﬂy lnalasﬂc thq tutal ,eamlngs nf tha fa::lur will be rent,
5.3 . Kaywnrds e Sy g '

Economic Hents The surplus uvertransferuammgs of a factor 0f prodﬂctlnn

* Marginal Land. The least Eﬂ'ﬂiﬂnt tand under cultivation that is abla to'cover only the

- cost of cultivation.
_ 5,4 Questions
1'.- Discuss the Ricardian Thanry of Rent, wﬁatara its assumptions.
Explain the concept nf trunsfer aamings. Huw iB Etmiated tu rant. ]
5.5 Rafarances \ & 3
7 -4
Same as rﬂfan'ad in Unfl-l , »
NDTES AN T S e R DRRERE < T T
: o 1 ; et ‘i
B Toan / %
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PROFIT
Structure

5.1.0 Objectives

5.1.1 Introduction
5.1.2  Concept of Profit
5.1.3  Sources of Profit
5.14 Letus Sum up
5.1.5 Keywords
5.1.6 Questions
5.1.7. - References

5.1.0Objectives |

After studying this lesson we can be able to describ the concept of profic

Listthe ﬁnu}iﬁéﬁ_ anruﬂt ‘ : ' :
54.lnfroduction . .

Broadly; proff is the incorme of the ntrépreneur. The Question arises why should an
earn profit is a Question on which'there Is little agresment among economists.

entrepreneur . are it _ _
' this lesson that disagreement among ecanamists.on this questiop arises

~ We will learn’in . b gt e Wiete A0 :
from theé fact that profiteamed by the entrepreneu se from morethan one source and itis

. net always clear as to which one of these soujces:/s mostimportant.

5,1.2 Concept of Profit, | Lot 6 |

L 6 explaln an '  about it

The concept of profit is not easy to expiain an AR o L
‘NoTES |

- (79) E
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The best thing In such a situation that ohe can doile 1o discuss all those Viaw paints Which
have got some acceptabilly, !

Let us consider F.B, Hawlay's view polnt. In his oplnion profits are the returns 4o the
entrepreneur. for his rigk bearing function In produgtion. Hawley has Jdentifled broadly fo,,
types of risk, Thesa are (1) risk assoclated with the dapraci_iatﬂ:n of tha plant and machinery
() thelr obsolescance due to technalogical change, (lily marketabllity of the product and (|uj
the varlous unforessen factors In the business,

F.H.Knight does not agree with Hawley. He distingulshed between risks which can e
anticipated and risk which can not be anticipated. The risks which can be anticipated are
insurable ‘and profit is not a reward for bearing such risks. Unexpected risk which in hig

Opinion are the uncertainties which are non Insurable and profitis eamed by thé entreprenaye
for bearing only them. Most economists consider knights theory to be more @ppropriate.

J.B.Clark defines profit as a-dynamic surplus. In.a dynamic society due fo changes
oceurring In the size and composition of papulation, human wants, supply of capital, production
techniques and forms of business organisation, money value of the output is never equal to
the costs of the factors of production other than enterprise, The firm in: these changing
conditions can always hope to eam a surplus which goes fo the entrepreneur as his profit,
However, the possibilities of getting losses can not be ruled out altogether. .

J.A. Sehumpster has argued that the entreprenaur plays a ery positive role in prodction
as innovator. In hfﬂ opinion, pﬁbﬂt is a reward ta the Stioprahaut for makingnrovatirs I
his opinion an innovation implies adoption of a new technique Iit production, introdtiction of a
new product, capturing new markets for the product; securing:control over an entirely new
source of same important raw material énd iniroducing a new organzational structure In the
ﬂm' hl-- R i Tijin I i L -" , - dl ¥ | i :
_~Joan Robinson totally d[ﬁﬂgrﬁeﬂwiﬁ{lhsgbgyamhnﬂnﬂﬁq approsches, Acos o
him profit Is & non-functional inecme ani I errges due fp imperfections n th marat
Perfectcompeliion has ver esied an matke nd h predsnc o monopely et
in them enables an entreprensur to am profit; i G e

woo

A i k& in - x ek o
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L)

; Prafite illﬂ |1U'|.'IHII| N 4o waligle fator, A oreful imlyuls of profit olesiy revents thet
" l':ll"‘ f:'lll'. 1wk m_ NnGsnalnty e we DO Ot e ﬂlulnr-"whlﬂi glvar'vlae 1o
PIRSICATSR RIS, e A inpount sooss of proft wre tha Innavations done by the
antrapranau, the monopoly power anjGyed by thi firm snd sxploiation of (atiour,

(1) Risk andd mli:--rmmy

Thao ik aloment assogliatad WIth production s an (important source of profit, Production
Invalves varaus Kinds of sk, Antiolpution of demand wi anouraey In s difioult rek inveiving
progadute piice ascalation and change.in govtls fiseal polley are non-insurable fisks, The
P":b'm"‘? Oflons due to thase unprediatabls norsinsutable unceralntios can nover be muled
ﬁu L s | : [ -

(#)  nnovations 10l By 3 .

Schumpotor ll‘lrlbi.lhl“nmﬁr'r'lﬁﬁn oi’pmﬁmihlylﬁ!thn‘lnhﬁuﬁhnni.mmm

In the production process or the marketing of the product, Innovations are not 1o be confused
for tachnalogloal ghangos, The congopt Innovations covar the five following cases. (1) The
Mumpf!.mamwmm ductlon of e newmathod of production, (3) the opening
of & new market, (4) the conduast of the new, source, of supply of raw taterials or half
manufacturad gods (5) the carrying out of the naw organtsation of an industry, like ﬂnm
ﬁf. mﬂﬁﬂpﬂl? wmﬂn' _ ® | & .
from @ particular Innovation are essentially transitional. They are
R T 1}1“ tomp of other firms to shara them. Therefore innovations
eliminated in course of ime by the attempts of other fim: i ket
activity has to be carried out continually It profits are to be earnad on & reguiarBasis T

(39) Monapoly Power om "
- is like A.PLerner assort that the source of profit is
.M-Klllﬂ'“ 'ﬂ-'lﬂ many u’“ mmt '-ﬂh /s In the mmamm

oy ™
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nee between | labour's, mergin
the differer BiNal reyq
psure of warkers exploitation:by the Amployar, ::u
becausa it 18 not the result of any effort In

adg
ane of the.cormponants of his profit 8 by
workers rasort 1o collective bﬁ'ﬂﬂininn

4) | Exploitation of Labour
.. According o Joan Robinsan, .
proguctivity and the wage rate |s ihe.mo%
faot an ilegitimate galn to the entrepreneur
the entrepreneur. Nona the lass it omerges: a8
The profit form this sourca ls however, mducad if
mmugh trade unions.

5.1.4Let us Sum up

Profit is tha retum{o, antrupranaur for:

services are; on this question ecanomists d
" profit as a reward for risk bearing Knight mnsldarad profit as the rﬂrward for headng "o

Insurable risks which he considered uncarta#ntlas‘ J.B.Clark mnsidered profit as a d!manﬂu

surplus. Schumpeter viewed profitasa returrito the: antrapranaur forhls Innwatfng dctvitiag.
‘These concepts prapounded. hy-dlffarent Emnﬂmlitﬁ ara cumplamantary anq s0me times

Among the sources of pmﬁl the more fmpnﬂ&nt ones are risks and Hﬂﬂ'ﬂﬁa]ntlgg Which

any pmdumrfam inthe pmd ugt’lnnand’tMmarkeﬂng uf’tha ]Jl'ﬂdﬂﬂt the Innnvaﬂuns maﬁg

by him, the mnnupdly pnwﬁﬂrrat he axen.‘-lﬂha nﬁhamaﬂ:at eiru:l the axpruttatrun of labour.

§.4.5Keywords . PR e
Unc:enainﬁes Risks whh::h ara nf nc:-n-msurable natura

&-tﬁmqaﬂuns Rlos aoss ’i' b .‘ : £ :
(1) Expia!nﬂ!ﬂ dqnﬂaptafprﬂﬁt Elﬂ Wil lfllnw::l’ﬂﬂ! iE a I'Bhfﬂl‘d a'ﬂr unnan:aht}* baaﬁng?
(2) Whatare the variaus suumaa of pn‘Jﬁl? i

5.1.7References .
Sama as Unil-l

his. aamluea In production. But what exactly lhﬂan
a.not. goam to be In. -agreament, Hawlay

¥ 'F__ ;
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