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UNIT-I 

 

INTRODUCTION 

Definition of Economics: 

 

Adam Smith’s Definition (Wealth Definition) Adam Smith (1723-90) defined 

Economics as follows: “Economics is the science of wealth”. Adam Smith is known as 

the Father of Political Economy because he was the first person who puts all the Economic 

ideas in a systematic way. It is only after Adam Smith; we study economics as a 

systematic science. The term wealth has a special meaning  in Economics. In the ordinary 

language, by―wealth, we mean money, but in Economics, wealth refers to those goods 

which satisfy human wants. But we should remember all goods which satisfy human 

wants are not wealth. For example, air and sunlight are essential for us. We cannot live 

without them. But they are not regarded as wealth because they are available in abundance 

and unlimited in supply. We consider only those goods which are relatively scarce and 

have money value as wealth. 

 

Alfred Marshall’s Definition (Welfare Definition) 

  Alfred Marshall (1842-1924) wrote a book Principles of Economics in 1890. In 

this book, he defined economics as “A study of mankind in the ordinary business of life”. 

An altered form of this definition is: “Economics is a study of man’s actions in the 

ordinary business of life”. Marshall agrees that economics studies about wealth. But he 

does not accept the view that economics studies about wealth alone. In the words of 

Marshall, ―Economics is on the one side a study of wealth, and on the other and more 

important side, a part of the study of man. Man is the center of his study. According to 

him, the study of man is more important than the study of wealth.  

 

Lionel Robbins‟ definition (Scarcity Definition) 

Lionel Robbins has defined economics as follows: “Economics is the science which 

studies human behavior as a relationship between ends and scarce means which have 

alternative uses”. Robbins has given the above definition in his book ―An Essay on the 

Nature and significance of Economic Science. The definition of Robbins is based on the 

following basic assumptions. 

 

• Ends are various. The term ends mean wants. Human wants are unlimited. 

• Means are limited. Means like time, money and resources are limited. 

• We can put time and money to alternative uses. For example, though time is limited, we 

can use it for different purposes. We can use time for earning money or we may enjoy it 

as leisure, and All wants are not of equal importance. 

 

Samuelson’s Definition (Modern Definition of Economics) 

Samuelson’s definition is known as a modern definition of Economics. According 

to Samuelson,  
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“Economics is a social science concerned chiefly with the way society chooses to employ 

its resources, which have alternative uses, to produce goods and services for present and 

future consumption”. The above definition is general in nature. There are many common 

points in the definitions of Robbins and Samuelson. Samuelson’s definition tells us that 

economics is a social science and it is mainly concerned with the way how society 

employs its limited resources for alternative uses. 

 

Main divisions of Economics: 

Microeconomics: 

This is considered to be the basic economics. Microeconomics may be defined as 

that branch of economic analysis which studies the economic behavior of the individual 

unit, may be a person, a particular household, or a particular firm. It is a study of one 

particular unit rather than all the units combined together. The microeconomics is also 

described as price and value theory, the theory of the household, the firm and the 

industry. Most production and welfare theories are of the microeconomics variety. 

Macroeconomics: 

Macroeconomics may be defined as that branch of economic analysis which 

studies behaviour of not one particular unit, but of all the units combined together. 

Macroeconomics is a study in aggregates. Hence it is often called Aggregative 

Economics. It is, indeed, a realistic method of economic analysis, though it is 

complicated and involves the use of higher mathematics.  

International Economics: 

As the countries of the modern world are realizing the significance of trade with 

other countries, the role of international economics is getting more and more significant 

nowadays. 

Public finance: 

The great depression of the 1930s led to the realization of the role of government 

in stabilizing the economic growth besides other objectives like growth, redistribution of 

income, etc. Therefore, a full branch of economics known as Public Finance or the fiscal 

economics has emerged to analyses the role of government in the economy. Earlier the 

classical economists believed in the laissez faire economy ruling out role of the 

government in economic issues. 

Development Economics: 

As after the Second World War many countries got freedom from the colonial rule, 

their economics required different treatment for growth and development. This branch 

developed as development economics. 

Health Economics: 

A new realization has emerged from human development for economic growth. 

Therefore, branches like health economics are gaining momentum. Similarly, educational 

economics is also coming up. 

Environmental Economics: 

Unchecked emphasis on economic growth without caring for natural resources and 
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ecological balance, now, economic growth is facing a new challenge from the 

environmental side. Therefore, Environmental Economics has emerged as one of the 

major branches of economics that is considered significant for sustainable development. 

Urban and Rural Economics: 

Role of location is quite important for economic attainments. There is also much debate 

on urban-rural divide. Therefore, economists have realized that there should be specific 

focus on urban areas and rural areas. Therefore, there is expansion of branches like urban 

economics and rural economics. Similarly, regional economics is also being emphasized to 

meet the challenge of geographical inequalities. 

Importance of Microeconomics 

Micro economics is a branch of economics which is concerned with the analysis of the 

behaviour of an individual economic unit or variable. Micro economics plays a vital role 

in the study of modern economic theory. It is important in the following ways as 

described below: 

 

Price Determination: It explain how prices of individual commodities are determined 

and how rewards of factors of productions are determined and distributed.  

Business Decision Making: Micro economic theory help businessman to determine their 

price policy, maximum level of output and achievement of maximum productivity from 

factors combination.  

Business and Production planning: Micro economic policy helps in preparing and 

planning of business policy, expansion of business and making investment decisions to 

achieve maximum output and productivity.  

To understand the working of the economy: It helps us in understanding the working 

of a free enterprise economy. It gives us an idea about how major economic decisions are 

taken in a market economy. 

 

Helpful in the efficient employment of resources: 

It suggests economizing, that is how efficiently the scarce available resources can be 

utilized in production process in an economy. 

 

Helps in International Trade: 

Microeconomics is used to explain gains from internal trade, external trade, foreign 

exchange, balance of payment, disequilibrium and in the determination of exchange rate. 

 

Basis of Welfare Economics:  

The entire structure of micro economics has been built on the basis of price theory which 

is an important constituent of micro economics. It suggests the conditions of efficiency 

and explains how it can be achieved. It helps in improving the standard of living of 

population.  

 

Helpful in understanding the consequences of taxation: 

Imposition of tax leads to reallocation of resources from one place to another. 
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Microeconomics explains how imposition of different types of direct and indirect taxes 

lead to attainment of social welfare. 

 

Tool for evaluating economic policies: 

It helps the states and central government to frame economic policies like price policy, 

taxation policy etc. It also explains the condition of efficiency in production and 

consumption. 

 

Construction and use of models: 

Microeconomics construct and uses simple models in order to understand the actual 

economic phenomenon. It uses abstract models to explain the economic phenomenon. 

 

Limitations of Microeconomics: 

 

Lack of Knowledge of the Whole Economy 

Not Appropriate for the whole economy 

Conclusions and results taken with the help of Microeconomics are not appropriate for 

the whole economy like- saving is appropriate for the individual, but if all peoples of the 

country together save them it has a bad effect on the Economy. 

 

Based on Unrealistic Assumptions 

Microeconomics is based on unrealistic assumptions like fill employment, perfect 

competition, self-interest. 

 

Some Economic Problems cannot be Studied through Microeconomics 

Macroeconomics is not appropriate for analyzing the effects of government revenue. 

 

Less Importance 

In present, the importance of analysis and study were done on a small level is decreasing. 

Because in place of the individual, the importance of society and groups in increasing 

 

Main Divisions of Economics 

There are four main divisions of Economics. They are: 

• Consumption 

• Production 

• Exchange 

• Distribution. 

 

In modern times, Economists add one more division and that is public finance. In 

public finance, we study about the Economics of government. The Economic functions of 

the modern State have increased to a great extent. Public finance has become an 

important branch of Economics. All the above divisions are interrelated. And they are 

dependent on each other. 

 

http://googlesir.com/scope-and-importance-of-macroeconomics/
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Basic for 

comparison 

Micro Economics Macro Economics 

Meaning The branch of economics that studies 

the behavior of an individual 

consumer, firm, family is known as 

Microeconomics. 

The branch of economics that studies the 

behavior of the whole economy, (both 

national and international) is known as 

Macroeconomics. 

Scope Covers various issues like demand, 

supply, product pricing, factor pricing, 

production, consumption, economic 

welfare, 

etc. 

Covers various issues like, national 

income, general price level, distribution, 

employment, money etc. 

Importance Helpful in determining the prices of a 

product along with the prices of 

factors of production (land, labor, 

capital, entrepreneur etc.) within the 

economy. 

Maintains stability in the general price 

level and resolves the major problems of 

the economy like inflation, deflation, 

reflation, unemployment and poverty as a 

whole. 

Limitation It is based on unrealistic assumptions, 

i.e., In microeconomics it is assumed 

that there is a full employment in the 

society which is not at all possible. 

It has been analyzed that 'Fallacy of 

Composition' involves, which sometimes 

doesn't prove true because it is possible 

that what is true for aggregate may not be 

true 

for individuals too. 

 

Basic laws: 

What is the law of supply and demand? 

 

Law of Supply and Demand 

Law of Demand vs. Law of Supply 

The law of demand states that, if all other factors remain equal, the higher the price of a 

good, the less people will demand that good. In other words, the higher the price, the 

lower the quantity demanded. The amount of a good that buyers purchase at a higher 

price is less because as the price of a good goes up, so does the opportunity cost of 

buying that good. As a result, people will naturally avoid buying a product that will force 

them to forgo the consumption of something else they value more. The chart below 

shows that the curve is a downward slope. 

 

What are the basic concepts of microeconomics? 

Microeconomics studies the decisions of individuals and firms to allocate 

resources of production, exchange, and consumption. Microeconomics deals with prices 

and production in single markets and the interaction between different markets but leaves 

the study of economy-wide aggregates to macroeconomics. 
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UNIT-II 

 

CONSUMPTION 

Consumption deals with the satisfaction of human wants. There is economic 

activity in the world because there are wants. When a want is satisfied, the process is 

known as consumption. 

Human Wants 

    Man is a bundle of desires. In common language, there is not much difference 

between a desire ‘and a want. ‘But in economics, there is difference between a desire 

‘and a want ‘. Every desire cannot be a want. If a poor person desires to have a car, his 

desire cannot be called a want. A desire can become a want only when a consumer has the 

means (i.e., money) to purchase the thing and he is also ready to spend the means 

(money). For a desire to become a want, the following four elements must be present. 

• The desire for a thing. 

• Efforts to satisfy the desire. 

• The means (i.e., money) to purchase the thing. 

• Readiness to spend the means (i.e., money) to satisfy the desire. 

Characteristics and classification of human wants 

Characteristics of wants 

• Wants are unlimited  

• Every want is satiable 

• Wants are competitive 

• Wants are complementary 

• Wants are alternative 

• Wants vary with time, place and person 

• Some wants recur 

 

Law of Diminishing Marginal Utility: 

Definition: 

The law of Diminishing Marginal Utility explains an ordinary experience of a 

consumer. If a consumer takes more and more units of a commodity, the additional utility 

he derives from an extra unit of the commodity goes on falling. Thus, according to this 

law, the marginal utility decreases with the increase in the consumption of a commodity. 

When marginal utility decreases, the total utility increases at a diminishing rate. 

Gossen, Bentham, Jevons, Karl Menger contributed initially for the development 

of these ideas. But Alfred Marshall perfected these ideas and made it as a law. This Law 

is also known as Gossen ‘s I Law. 

Definition according to Marshall, ―The additional benefit which a person derives from 

a given increase of his stock of a thing diminishes with every increase in the stock that he 

already has‖. According to Marshall, the additional benefit a person derives from a given 

increase of his stock of a thing diminishes with every increase in the stock that he already 
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has Marginal Utility is the addition made to the total utility by consuming one more unit 

of a commodity. For example, if a consumer consumes 10 biscuits, the marginal utility is 

the utility derived from the 10th unit. It is nothing but the total utility of 10 biscuits minus 

the total utility of 9 biscuits. 

Thus, 

MUn = TUn – TUn-1 

Where 

 

MUn TUn = 

= 

Marginal Utility of ‗nth 

‘commodity. 

Total Utility of n units. 

TUn-1 = Total Utility of n-1 units. 

 

 Assumptions of the Law 

• The units of consumption must be in standard units e.g., a cup of tea, a bottle of cool 

drink etc. 

• All the units of the commodity must be identical in all aspects like taste, quality, colour 

and size. 

• The law holds good only when the process of consumption continues without any time 

gap. 

• The consumer ‘s taste, habit or preference must remain the same during the process of 

consumption. 

• The income of the consumer remains constant. 
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Plotting the above data on a graph gives 

Here, from the MU curve we can see that MU is declining as consumer consumes more 

of the commodity. 

When TU is maximum, MU is zero. 

After that, TU starts declining and MU becomes negative. 

Exceptions: 

Money 

Hobbies and Rare Things 

Liquor and Music 

Things of Display 

Importance: 

Basis of Law of Demand 

Basis of Consumption Expenditure, The basis of Progressive Taxation 

Importance of Law of DMU 

• The Law of Diminishing Marginal Utility (DMU) is the foundation for various other 

economic laws.   For example, the Law of Demand is the result of the operation of the 

Law of Diminishing Marginal Utility.  

• The Law of DMU operates in the case of money also. A rich man already possesses a lot 

of money. If more and more money is newly added to his income, marginal utility of 

money begins to fall. Alfred Marshall assumed that the marginal utility of money remains 

constant. 

Criticism 

The Law of DMU is criticized on the following grounds. 

• Deriving utility is a psychological experience, when we say a unit of X gives ten units of 

utility; this means that utility can be measured precisely. In reality, utility cannot be 

measured. For example, when a person sees a film and says it is very good, we cannot 

measure the utility he has derived from it. However, we can measure utility indirectly by 

the cinema fare he is willing to pay. 
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• The Law is based on a single commodity consumption mode. That is, a consumer 

consumes only one good at a time. This is an unrealistic assumption. In real life, a 

consumer consumes more than one good at a time. 

• According to the Law, a consumer should consume successive units of the same good 

continuously. In real life it is not so. 

 

The Law of Demand (with diagram) 

Introduction to the Law of Demand: 

The law of demand expresses a relationship between the quantity demanded and its price. 

It may be defined in Marshall’s words as “the amount demanded increases with a fall 

in price, and diminishes with a rise in price”. Thus, it expresses an inverse relation 

between price and demand. The law refers to the direction in which quantity demanded 

changes with a change in price. 

On the figure, it is represented by the slope of the demand curve which is normally 

negative throughout its length. The inverse price- demand relationship is based on other 

things remaining equal. This phrase points towards certain important assumptions on 

which this law is based. 

Assumptions of the Law of Demand: 

These assumptions are: 

(i) There is no change in the tastes and preferences of the consumer; 

(ii) The income of the consumer remains constant; 

(iii) There is no change in customs; 

 (iv) The commodity to be used should not confer distinction on the consumer; 

(v) There should not be any substitutes of the commodity; 

(vi) There should not be any change in the prices of other products; 

(vii) There should not be any possibility of change in the price of the product being used; 

 (viii) There should not be any change in the quality of the product; and 

(ix) The habits of the consumers should remain unchanged. Given these conditions, the 

law of demand operates. If there is change even in one of these conditions, it will stop 

operating. 

Given these assumptions, the law of demand is explained in terms of Table 3 and 

Figure7. 

 

https://www.economicsdiscussion.net/wp-content/uploads/2016/08/clip_image016_thumb2.jpg
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The above table shows that when the price of say, orange, is Rs. 5 per unit, 100 units are 

demanded. If the price falls to Rs.4, the demand increases to 200 units. Similarly, when 

the price declines to Re.1, the demand increases to 600 units. On the contrary, as the 

price increases from Re. 1, the demand continues to decline from 600 units. 

In the figure, point P of the demand curve DD1 shows demand for 100 units at the Rs. 5. 

As the price falls to Rs. 4, Rs. 3, Rs. 2 and Re. 1, the demand rises to 200, 300, 400 and 

600 units respectively. This is clear from points Q, R, S, and T. Thus, the demand curve 

DD1 shows increase in demand of orange when its price falls. This indicates the inverse 

relation between price and demand. 

 

Exceptions to the Law of Demand: 

In certain cases, the demand curve slopes up from left to right, i.e., it has a positive slope. 

Under certain circumstances, consumers buy more when the price of a commodity rises, 

and less when price falls, as shown by the D curve in Figure 8. Many causes are 

attributed to an upward sloping demand curve. 

 
(i) War: 

If shortage is feared in anticipation of war, people may start buying for building stocks or 

for hoarding even when the price rises. 

(ii) Depression: 

During a depression, the prices of commodities are very low and the demand for them is 

also less. This is because of the lack of purchasing power with consumers. 

https://www.economicsdiscussion.net/wp-content/uploads/2016/08/clip_image018_thumb2.jpg
https://www.economicsdiscussion.net/wp-content/uploads/2016/08/clip_image020_thumb2.jpg
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 (iii) Giffen Paradox: 

If a commodity happens to be a necessity of life like wheat and its price goes up, 

consumers are forced to curtail the consumption of more expensive foods like meat and 

fish, and wheat being still the cheapest food they will consume more of it. The 

Marshallian example is applicable to developed economies. 

In the case of an underdeveloped economy, with the fall in the price of an inferior 

commodity like maize, consumers will start consuming more of the superior commodity 

like wheat. As a result, the demand for maize will fall. This is what Marshall called the 

Giffen Paradox which makes the demand curve to have a positive slope. 

(iv) Demonstration Effect: 

If consumers are affected by the principle of conspicuous consumption or demonstration 

effect, they will like to buy more of those commodities which confer distinction on the 

possessor, when their prices rise. On the other hand, with the fall in the prices of such 

articles, their demand falls, as is the case with diamonds. 

(v) Ignorance Effect: 

Consumers buy more at a higher price under the influence of the “ignorance effect”, 

where a commodity may be mistaken for some other commodity, due to deceptive 

packing, label, etc. 

(vi) Speculation: 

Marshall mentions speculation as one of the important exceptions to the downward 

sloping demand curve. According to him, the law of demand does not apply to the 

demand in a campaign between groups of speculators. When a group unloads a great 

quantity of a thing on to the market, the price falls and the other group begins buying it. 

When it has raised the price of the thing, it arranges to sell a great deal quietly. Thus, 

when price rises, demand also increases. 

(vii) Necessities of Life: 

Normally, the law of demand does not apply on necessities of life such as food, cloth etc. 

Even the price of these goods increases, the consumer does not reduce their demand. 

Rather, he purchases them even the prices of these goods increase often by reducing the 

demand for comfortable goods. This is also a reason that the demand curve slopes 

upwards to the right. 

Concept of Consumer’s Surplus: 

Introduction: consumer’s surplus was introduced in economics by Alfred Marshall, 

although the use of the concept goes back at least to the French economist Dupuit writing 

in the first half of the nineteenth century. 

Two Nobel Prize winners in economics disagree fundamentally about the utility of the 

concept; John Hicks saw great use for the concept as a cornerstone of welfare economics, 

whereas Paul Samuelson believes that we can talk of discard the concept without loss. 
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There is also the question of whether we can talk of consumer’s surplus or only of 

consumer’s surplus whether we can use the concept for a whole group of consumers of a 

product or only for an individual household. 

The doctrine of consumer’s surplus is a deduction from the law of diminishing marginal 

utility. The price that we pay for a thing measures only the marginal utility, but not the 

total utility. Only on the marginal unit, which a man is just induced to buy, the price is 

exactly equal to the satisfaction that he expects to get from that unit. But, on other units 

that he buys, he enjoys some extra amount of satisfaction. 

He would be willing to pay higher prices for these units than what he actually pays for 

them. The difference between the amount of satisfaction which a consumer obtains from 

purchasing things over that which he actually pays for them is the economic measure of 

consumer’s surplus. 

It represents the excess of satisfaction that he secures, the excess being equal to the 

difference between the utility of the goods acquired and that of the money sacrificed. Had 

he been deprived of the commodity, he would then have been forced to spend the money 

on the purchase of other commodities from which he does not derive the same amount of 

satisfaction, but less. 

Alfred Marshall has introduced the term ‘consumer’s surplus’ in economic theory to 

show that, in various situations consumer receives more from a commodity than he pays 

for it. 

Marshall explained consumer’s surplus as: 

“The price which a person pays for a thing can never exceed and seldom comes up to that 

which he would be willing to pay rather than go without it – so that the satisfaction which 

he gets from its purchase generally exceeds that which he gives up in paying away its 

price: and he thus derives from the purchase a surplus of satisfaction”. 

The excess of the price which he would be willing to pay rather than go without the 

thing, over that which he actually does pay, is the economic measure of this surplus 

satisfaction. In short, the benefit which a person derives from purchasing, at a low price, 

thing for which he would rather pay a high price, than go without it may be called his 

consumer’s surplus. 

At times, we find that a consumer’s willingness to pay for a commodity may be greater 

than the price he actually pays for it. The price that he is ready to pay for a commodity is 

his individual demand price and the price he actually pays for it is the market price. 

According to Paul Samuelson, consumer’s surplus is nothing but the excess of the 

individual demand price over the market price of a commodity (or, the positive difference 

between the potential price and the actual price of a commodity). 
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Example: 

In order to give definiteness to our idea, let us take the example of shoes. Suppose, from 

the first pair of shoes a man expects to get satisfaction worth at least Rs. 500, from the 

second he expects additional satisfaction worth Rs. 400, from the third he expects 

additional satisfaction worth Rs. 300. Suppose, he is just induced to buy three pairs and 

no more. 

Since in a market there cannot be more than one price, the price that he pays for each pair 

is measured by that of the marginal pair, i.e., by Rs. 300. He will pay (Rs. 300 x 3) or Rs. 

900 in all for the three pairs. But, by hypothesis, he is enjoying from the three pairs an 

amount of satisfaction worth (Rs. 500 + Rs. 400 + Rs. 300) = Rs. 1200. 

Hence, he enjoys a surplus of satisfaction from his purchase worth (Rs. 1200 – Rs. 900) = 

Rs. 300. Consumer’s surplus is then measured by the difference between the total utility 

and the total expenditure made by the consumer on a commodity (shoes). It is the 

difference between individual demand price and market price. 

Hence, the consumer’s surplus can be shown in another way: 

Consumer’s Surplus = Total Utility – (Total units purchased x marginal utility or price). 

In short, consumer’s surplus is the positive difference between the total utility from a 

commodity and the total payments made for it. 

The concept of consumer’s surplus can also be illustrated with the help of Fig. 3: 

 
In Fig. 3, the quality of a particular commodity is measure on the horizontal axis and its 

marginal utility or production on the vertical axis. Here DD’ is the demand price for it. If 

a consumer buys all the units (OR) at RS price per unit, he gets a total satisfaction equal 

to the area DORS. But he spends only ORST amount of money, so his surplus 

satisfaction is DTS (i.e., the shaded area). If the price falls to R’ S’, he would buy OR’ 

and his surplus would increase to DTS’. So, consumer’s surplus is measured by the area 

under the demand curve but above the market price. A difficulty is that as the price falls 

the demand where, the real income of the consumer increases. To get a more accurate 

measure of the benefit of the surplus; therefore, an adjustment must be made to offset the 

effect of the difference in real income at the higher price (RS) and the lower price (R’S’). 
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Difficulties of Measurement: 

Consumer’s surplus is measured by the area under an individual’s demand curve between 

two prices. It is a monetary measure, although originally represented in terms of surplus 

utility by Marshall. It is a measure of the benefit to the consumer, net of the sacrifice he 

has to make from being able to buy a commodity at a particular price. However, 

Marshall’s doctrine of consumer’s surplus is subject to a number of criticisms, mainly 

due to various difficulties associated with this measurement. 

The main criticisms of the doctrine are the following: 

 

(1) Constant Marginal Utility of Money: 

Marshall’s doctrine of consumer’s surplus is based on the assumption of constant 

marginal utility of money. Hicks considers this to be the greatest difficulty in accepting 

the concept of consumer’s surplus. As he put it, “A stronger incentive will be required to 

induce a person to pay a given price for anything if he is poor than if he is rich. A pound 

is the measure of the less pleasure, or satisfaction, of any kind, to a rich man than to a 

poor one.” 

When a consumer buy more of a particular thing, his stock of money falls and the 

marginal utility of money to him will increase. Such a reduction in the marginal utility of 

money will automatically involve the revaluation of the utilities from the earlier units of 

the commodity! It is true that Marshall’s assumption of constant marginal utility of 

money becomes valid when a consumer spends a very small proportion of his income for 

a commodity. But this assumption is not always realistic, for a consumer is often required 

to spend a large portion of his income for a commodity (e.g., expenditure on foodstuff by 

a poor household). 

(2) Lack of Precise Measurement: 

The accurate measurement of consumer’s surplus is not possible as we have no 

knowledge of the potential prices that a consumer is willing to pay for the earlier units of 

the commodity purchased. In fact, the individual demand prices for the earlier units of the 

commodity are merely hypothetical and imaginary. For this reason, Prof. Nicholson 

remarks that the concept of consumer’s surplus is purely hypothetical and more a figment 

than a fact. 

(3) Difficulties in Measuring Consumer’s Surplus: 

Further difficulties arise when we try to increase of consumer’s surpluses of a group or of 

a community by means of adding up the consumer’s surplus of different individuals. 

Such difficulties arise because the individual demand price for a thing varies from person 

to person owing to differences in their incomes, tastes, preferences, etc. 

(4) Unlimited Consumer’s Surplus in the Case of Necessities: 

It is also pointed out that the consumer’s surplus cannot be measured in the case of 

necessaries and of conventional necessaries of life as their utility (or the individual 

demand prices for these goods) is infinite or indefinite to a consumer. It is very often 

found that a consumer is sometimes willing to pay anything under his possession for 
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these goods when he is in urgent need of them, and this makes the individual demand 

prices for these goods to be infinite. Examples of such goods are textbooks or life-saving 

drugs. 

(5) Conspicuous Consumption Goods: 

Tausig has pointed out that the concept of consumer’s surplus cannot be applied in the 

case of articles of conspicuous consumption (e.g., for coats of diamonds). The term was 

used by Thorstesin Veblem (1857-1929) to identify that ostentatious personal 

expenditure which satisfies no physical need but rather a psychological need for the 

esteem of others. Goods may be purchased not for their practical use but as ‘status 

symbols’ and to ‘keep up with the Joneses’. These goods have a high prestige value to 

their users, but their utility falls when their prices fall. In such cases, a fall in the prices 

causes a fall in consumer’s surplus a result which becomes inconsistent with the 

definition of consumer’s surplus. 

(6) Impossibility of Meaning Cardinal Utility: 

Furthermore, Marshall’s analysis of consumer’s surplus is based on an important premise 

that the utility of a thing can be measured and numbered. But, most of the modern writers 

have shown that utility, being a psychological concept, cannot be cardinally (objectively) 

measured and quantified. 

(7) Difficulties in the Case of Complements and Substitutes: 

Again, consumer’s surplus cannot be measured in the case of complementary goods (e.g., 

tea and coffee, etc.) Because, in such cases the utility of a thing depends not only on its 

total stock but also on the supply of other related goods. Marshall has tried to overcome 

this difficulty by suggesting that we should treat the related goods as one commodity and 

group them under one common demand schedule. But actually, it is not possible to do so. 

(8) Purely Hypothetical and Unreal Concept: 

Prof. Nicholson has expressed serious doubts about the utility of the whole doctrine. He 

asked, “Of what avail is it to say that the utility of an income of (say) £ 100 a year is 

worth (say) £ 1000 a year?” According to him, the doctrine is thus purely hypothetical 

and unreal. But Marshall points out that the question raised by Nicholson would have 

some relevance if we compare the living conditions in Central Africa with those in 

London. There are many things, many amenities of life which are available in London, 

but not in Central Africa. The living conditions at those two places may be measured by 

the statement that £ 100 in London yields the same benefits to the consumer as £ 1000 in 

Central Africa. 

(9) Useless Theoretical Toy: 

Prof. Little has characterized the concept of consumer’s surplus as “a totally useless 

theoretical toy” as it cannot provide us any practical objective criterion for measuring 

economic welfare. 
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(10) Historical and Doctrinal Interest: 

Samuelson has not attached much importance to the doctrine of consumer’s surplus in the 

study of economics. He remarks, “The subject (the concept of consumer’s surplus) is of 

historical and doctrinal interest, with a limited amount of appeal as a mathematical 

puzzle”. 

Hicks’s Concept of Consumer’s Surplus: 

Owing to various difficulties in measuring consumer’s surplus as explained by Marshall, 

J.R. Hicks has formulated the concept of consumer’s surplus in a different way. In his 

opinion, “the best way of looking at consumer surplus is to regard it as a means of 

expressing, in terms of money income, the gain which accrues to the consumer as a result 

of a fall in price”. 

Thus, when a thing (say, sugar or edible oil) becomes cheaper as a result of a fall in its 

price, a consumer gets the same amount at a lower price. Because of such a gain in 

money income, he may buy more of that thing or he may buy another thing; in any case 

he is now better off than before. To Hicks such a gain in money income as a result of a 

fall in the price of a thing is consumer’s surplus. 

Meaning of Elasticity of Demand: 

Demand extends or contracts respectively with a fall or rise in price. This quality 

of demand by virtue of which it changes (increases or decreases) when price changes 

(decreases or increases) is called Elasticity of Demand. Elasticity means sensitiveness or 

responsiveness of demand to the change in price. This change, sensitiveness or 

responsiveness, may be small or great. Take the case of salt. Even a big fall in its price 

may not induce an appreciable ex appreciable extension in its demand. On the other hand, 

a slight fall in the price of oranges may cause a considerable extension in their demand. 

That is why we say that the demand in the former case is ‘inelastic’ and in the latter case 

it is ‘elastic’. 

 

Types of Elasticity: 

Definition: The Elasticity of Demand measures the percentage change in quantity 

demanded for a percentage change in the price. Simply, the relative change in demand for 

a commodity as a result of a relative change in its price is called as the elasticity of 

demand. 

Types of Elasticity of Demand 

1. Price Elasticity of Demand: The price elasticity of demand, commonly known as the 

elasticity of demand refers to the responsiveness and sensitiveness of demand for a 

product to the changes in its price. In other words, the price elasticity of demand is equal 

to  
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Numerically, 

 

Where, 

ΔQ = Q1 –Q0, ΔP = P1 – P0, Q1= New quantity, Q2= Original quantity, P1 = New price, P0 

= Original price The following are the main  

Types of Price Elasticity of Demand: 

o Perfectly Elastic Demand 

o Perfectly Inelastic Demand 

o Relatively Elastic Demand 

o Relatively Inelastic Demand 

o Unitary Elastic Demand 

2. Income Elasticity of Demand: The income is the other factor that influences the 

demand for a product. Hence, the degree of responsiveness of a change in demand for a 

product due to the change in the income is known as income elasticity of demand. The 

formula to compute the income elasticity of demand is:

 

For most of the goods, the income elasticity of demand is greater than one indicating that 

with the change in income the demand will also change and that too in the same 

direction, i.e., more income means more demand and vice-versa. 

3. Cross Elasticity of Demand: The cross elasticity of demand refers to the change in 

quantity demanded for one commodity as a result of the change in the price of another 

commodity. This type of elasticity usually arises in the case of the interrelated goods 

such as substitutes and complementary goods. The cross elasticity of demand for goods X 

and Y can be expressed as:

 

https://businessjargons.com/wp-content/uploads/2016/04/Price-elasticity-of-demand-2.jpg
https://businessjargons.com/wp-content/uploads/2016/04/types-2.jpg
https://businessjargons.com/wp-content/uploads/2016/04/types-3.jpg
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4. The two commodities are said to be complementary, if the price of one commodity falls, 

then the demand for other increases, on the contrary, if the price of one commodity rises 

the demand for another commodity decreases. For example, petrol and car are 

complementary goods. 

While the two commodities are said to be substitutes for each other if the price of one 

commodity falls, the demand for another commodity also decreases, on the other hand, if 

the price of one commodity rises the demand for the other commodity also increases. For 

example, tea and coffee are substitute goods. 

5. Advertising Elasticity of Demand:  The responsiveness of the change in demand to the 

change in advertising or rather promotional expenses, is known as advertising elasticity 

of demand. In other words, the change in the demand as a result of the change in 

advertisement and other promotional expenses is called as the advertising elasticity of 

demand. It can be expressed as:

 

Numerically, 

Where, 

Q1=OriginalDemand 

Q2=NewDemand 

A1=OriginalAdvertisementOutlay 

A2 = New Advertisement Outlay 

 

Distinction may be made between Price Elasticity, Income Elasticity and Cross 

Elasticity. Price Elasticity is the responsiveness of demand to change in price; income 

elasticity means a change in demand in response to a change in the consumer’s income; 

and cross elasticity means a change in the demand for a commodity owing to change in 

the price of another commodity. 

 

Degrees of Price Elasticity of Demand 

Dr. Marshall has pro-founded the concept of price elasticity of demand. In simple words, 

price elasticity of demand is the ratio of percentage change in quantity demanded to the 

percentage change in price. In other words, price elasticity of demand is a measure of the 

relative change in quantity purchased of a good in response to a relative change in its 

price. It is thus, rate at which the demand changes to the given change in prices. So, we 

can say that it is the rate or the degree of response in demand to the change in price. 

https://businessjargons.com/wp-content/uploads/2016/04/types-4.jpg
https://businessjargons.com/wp-content/uploads/2016/04/Advertising-elasticity-of-Demand-2.jpg
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Therefore, the co-efficient of price elasticity of demand can be written as below: 

 
Definitions: 

The concept of price elasticity of demand has been defined by different economies 

as under: “Elasticity of demand may be defined as the percentage change in quantity 

demanded to the percentage change in-price.” “Elasticity of demand is the ratio of 

relative change in quantity to relative change in Price.” “The elasticity of demand for a 

commodity is the rate at which quantity bought change the price change.” The elasticity 

of demand is a measure of the relative change in quantity to a relative change in price”. 

“Elasticity of demand measures the responsiveness of demand to changes in price”. 

 

Degrees of Price Elasticity: 

Different commodities have different price elasticities. Some commodities have more 

elastic demand while others have relative elastic demand. Basically, the price elasticity of 

demand ranges from zero to infinity. It can be equal to zero, less than one, greater than 

one and equal to unity. “The elasticity or responsiveness of demand in a market is great 

or small according as the amount demanded increases much or little for a given fall in 

price and diminishes much or little for a given rise in price”. 

However, some particular values of elasticity of demand have been explained as 

under: 

1. Perfectly Elastic Demand: 

Perfectly elastic demand is said to happen when a little change in price leads to an 

infinite change in quantity demanded. A small rise in price on the part of the seller 

reduces the demand to zero. In such a case the shape of the demand curve will be 

horizontal straight line as shown in figure 1. 

 
The figure 1 shows that at the ruling price OP, the demand is infinite. A slight rise in 

price will contract the demand to zero. A slight fall in price will attract more consumers 

https://www.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image0023.jpg
https://www.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image0042.jpg
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but the elasticity of demand will remain infinite (ed=∞). But in real world, the cases of 

perfectly elastic demand are exceedingly rare and are not of any practical interest. 

 

2. Perfectly Inelastic Demand: 

Perfectly inelastic demand is opposite to perfectly elastic demand. Under the perfectly 

inelastic demand, irrespective of any rise or fall in price of a commodity, the quantity 

demanded remains the same. The elasticity of demand in this case will be equal to zero 

(ed = 0). 

 
In diagram 2 DD shows the perfectly inelastic demand. At price OP, the quantity 

demanded is OQ. Now, the price falls to OP1, from OP, the demand remains the same. 

Similarly, if the price rises to OP2 the demand still remains the same. But just as we do 

not see the example of perfectly elastic demand in the real world, in the same fashion, it 

is difficult to come across the cases of perfectly inelastic demand because even the 

demand for, bare essentials of life does show some degree of responsiveness to change in 

price. 

 

3. Unitary Elastic Demand: 

The demand is said to be unitary elastic when a given proportionate change in the price 

level brings about an equal proportionate change in quantity demanded. The numerical 

value of unitary elastic demand is exactly one i.e., Marshall calls it unit elastic. 

 
In figure 3, DD demand curve represents unitary elastic demand. This demand curve is 

called rectangular hyperbola. When price is OP, the quantity demanded is OQ\. Now 

price falls to OP1 the quantity demanded increases to OQ2. The area OQ\RP = area 

OP\SQ2 in the fig. denotes that in all cases price elasticity of demand is equal to one. 

 

https://www.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image0061.jpg
https://www.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image008.jpg
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4. Relatively Elastic Demand: 

Relatively elastic demand refers to a situation in which a small change in price leads to a 

big change in quantity demanded. In such a case elasticity of demand is said to be more 

than one (ed > 1). This has been shown in figure 4. 

 
In fig. 4, DD is the demand curve which indicates that when price is OP the quantity 

demanded is OQ1. Now the price falls from OP to OP1, the quantity demanded increases 

from OQ1 to OQ2 i.e., quantity demanded changes more than change in price.’ 

 

5. Relatively Inelastic Demand: 

Under the relatively inelastic demand, a given percentage change in price produces a 

relatively less percentage change in quantity demanded. In such a case elasticity of 

demand is said to be less than one (ed < 1). It has been shown in figure 5. 

 
All the five degrees of elasticity of demand have been shown in figure 6. On OX axis, 

quantity demanded and on OY axis price is given. It shows: 

1. AB — Perfectly Inelastic Demand 

2. CD — Perfectly Elastic Demand  

3. EG — Less than Unitary Elastic Demand 

4. EF — Greater Than Unitary Elastic Demand 

5. MN — Unitary Elastic Demand. 

 

 

 

 

https://www.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image009.jpg
https://www.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image011.jpg
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UNIT-III 

 

INDIFFERENCE CURVE ANALYSIS 

 

What is an Indifference Curve? 

An indifference curve is a curve that represents all the combinations of goods that give 

the same satisfaction to the consumer. Since all the combinations give the same amount of 

satisfaction, the consumer prefers them equally. Hence the name indifference curve. 

Here is an example to understand the indifference curve better. Peter has 1 unit of food and 12 

units of clothing. Now, we ask Peter how many units of clothing is he willing to give up in 

exchange for an additional unit of food so that his level of satisfaction remains unchanged. 

Peter agrees to give up 6 units of clothing for an additional unit of food. Hence, we have two 

combinations of food and clothing giving equal satisfaction to Peter as follows: 

1 unit of food and 12 units of clothing 

2 units of food and 6 units of clothing 

Graphical Representation: 

 

Fig.1 shows an Indifference curve (IC). Any combination lying on this curve gives the same 

level of consumer satisfaction. Another name for it is Iso-Utility Curve. 

 

Indifference Map 

An Indifference Map is a set of Indifference Curves. It depicts the complete picture of a 

consumer’s preferences. The following diagram showing an indifference map consisting of 

three curves: 

 

https://www.toppr.com/guides/quantitative-aptitude/permutation-and-combination/combination/
https://www.toppr.com/guides/physics/units-and-measurements/
https://www.toppr.com/guides/economics/open-economy-macroeconomics/exchange-rate/
https://www.toppr.com/guides/science/food-where-does-it-comes-from/sources-of-food/
https://www.toppr.com/guides/business-economics-cs/descriptive-statistics/graphic-presentation-of-data/
https://www.toppr.com/guides/maths/basic-geometrical-ideas/curves/
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We know that a consumer is indifferent among the combinations lying on the same 

indifference curve. However, it is important to note that he prefers the combinations on the 

higher indifference curves to those on the lower ones. This is because a higher indifference 

curve implies a higher level of satisfaction. Therefore, all combinations on IC1 offer the 

same satisfaction, but all combinations on IC2 give greater satisfaction than those on IC1. 

 

Properties of an Indifference Curve or IC 

• An IC slopes downwards to the right 

• An IC is always convex to the origin 

• Indifference curves never intersect each other 

• A higher IC indicates a higher level of satisfaction as compared to a lower IC 

• An IC does not touch the axis 

 

Marginal Rate of Substitution 

Understanding Marginal Rate of Substitution 

MRS economics is used to analyze consumer behaviors for a variety of purposes. The 

marginal rate of substitution is an economics term that refers to the amount of one good 

that is substitutable for another. MRS economics involves a sloping curve, called the 

indifference curve, where each point along it represents quantities of good X and good Y 

that you would be happy substituting for one another. The slope of the indifference curve 

is critical to marginal rate of substitution analysis. At any given point along an 

indifference curve, the MRS is the slope of the indifference curve at that point. Note that 

most indifference curves are actually curves, so the slopes are changing as you move 

along them. Most indifference curves are also usually convex because as you consume 

more of one good you will consume less of the other. Indifference curves can be straight 

lines if a slope is constant, resulting in an indifference curve represented by a downward-

sloping straight line. 

If the marginal rate of substitution is increasing, the indifference curve will be concave 

to the origin. This is typically not common since it means a consumer would consume 

more of X for the increased consumption of Y and vice versa. Usually, marginal 

substitution is diminishing, meaning a consumer chooses the substitute in place of 

https://www.investopedia.com/terms/i/indifferencecurve.asp
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another good rather than simultaneously consuming more. 

The law of diminishing marginal rates of substitution states that MRS decreases as one 

moves down a standard convex-shaped curve, which is the indifference curve. 

 

Consumer's Equilibrium Through Indifference Curve Analysis: 

 

Definition: 

 

"The term consumer’s equilibrium refers to the amount of goods and services which the 

consumer may buy in the market given his income and given prices of goods in the 

market”. The aim of the consumer is to get maximum satisfaction from his money 

income. Given the price line or budget line and the indifference map: 

"A consumer is said to be in equilibrium at a point where the price line is touching the 

highest attainable indifference curve from below" 

 

Conditions: 

 

The consumer’s equilibrium under the indifference curve theory must meet the following 

two conditions: 

 

First: A given price line should be tangent to an indifference curve or marginal rate of 

satisfaction of good X for good Y (MRSxy) must be equal to the price ratio of the two 

goods. i.e. 

MRSxy = Px / Py 

 

Second: The second order condition is that indifference curve must be convex to the 

origin at the point of tangency. 

 

Assumptions: 

 

The following assumptions are made to determine the consumer’s equilibrium position. 

(i) Rationality: The consumer is rational. He wants to obtain maximum satisfaction 

given his income and prices. 

(ii) Utility is ordinal: It is assumed that the consumer can rank his preference 

according to the satisfaction of each combination of goods. 

(iii) Consistency of choice: It is also assumed that the consumer is consistent in the 

choice of goods. 

(iv) Perfect competition: There is perfect competition in the market from where 

the consumer is purchasing the goods. 

(v) Total utility: The total utility of the consumer depends on the quantities of the 

good consumed. Explanation: 

 

 

 

https://economicsconcepts.com/price_line.htm
https://economicsconcepts.com/price_line.htm
https://economicsconcepts.com/theory_of_ordinal_utility.htm
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Price Effect: 

In this section we are going to study price effect. In other words, understand how the 

optimal consumption combination changes as a result of change in the price of good X 

(PX), Price of Good Y (PY) and Consumer's income remaining unchanged.  

Chart : 1 

A price effect represents change in consumer’s optimal consumption combination on 

account of change in the price of a good and thereby changes in its quantity purchased, 

price of another good and consumer’s income remaining unchanged. The consumer is 

better-off when optimal consumption combination is located on a higher indifference 

curve and vice versa. Understand that a consumer's responses to a price change differ 

depending upon the nature of the good, viz. a normal good, inferior good or a neutral 

good. These are summarized in chart.1        

Thus, a price effect is positive in case of normal goods. There is inverse relationship 

between price and quantity demanded. It is negative in case of inferior goods (including 

Giffen goods) where we find direct relationship between price and quantity demanded. 

Finally, price effect is zero in case of neutral goods where consumer's quantity demanded 

is fixed. 

 

TYPE OF PRICE EFFECTS: 

Income Effect 

In this section we are going to study income effect. In other words, understand how the 

optimal consumption combination changes as a result of change in consumer's income. 

Prices of goods X (PX) and Y (PY)remaining unchanged. An income effect represents 

change in consumer’s optimal consumption combination on account of change in her/his 

income and thereby changes in her/his quantity purchased, prices of goods X (PX) and Y 

(PY)remaining unchanged. The consumer is better-off when optimal consumption 

combination is located on a higher indifference curve and vice versa. 

Understand that like price effect, a consumer's responses to income changes also differ 

depending upon the nature of the good, viz. a normal good, inferior good or a neutral 

good. These are summarized in chart.2 
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TYPE OF INCOME EFFECTS: 

Chart : 2 

 

Thus, an income effect is positive in case of normal goods. There is direct relationship 

between income and quantity demanded. It is negative in case of inferior goods 

(including Giffen goods) where we find inverse relationship between income and 

quantity demanded. Finally, income effect is zero in case of neutral goods where 

consumer's quantity demanded is fixed. Positive, negative and zero price effects are 

discussed with the help of indifference curves in the following subsections. 

Substitution Effect: Related Concepts 

In this section we are going to study substitution effect. In other words, understand 

how the optimal consumption combination changes as a result of change in the relative 

price alone, real income of the consumer remaining unchanged. We need to understand 

here the meaning of relative price change and real income remaining unchanged. 

In relative price change, comparison is between prices of two goods. For example, 

between goods X and Y, good X becomes relatively cheaper (costlier) when price of 

good X (Px)decreases (increases)with price of good Y remaining unchanged. 

The real income on the other hand shows purchasing power of the money income. For the 

given money income, whenever price of a good changes then the purchasing power of 

consumer's money income increases and so also her/his real income. For example, 

suppose a consumer is spending her/his money income on good X. When the price of the 

good X decreases, the consumer's purchasing power increases and with same money 

income she/he is able to purchase more of good X. 

Now, a substitution effect shows change in the consumer’s optimal consumption 

combination on account of change in the relative price alone and thereby changes in 

her/his quantity purchased of goods X and Y, real income of the consumer remaining 

unchanged. 

Note that consumer's real income changes whenever there is a relative price change. Then, 
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how do we study substitution effect which shows changes in consumer's purchases on 

account of relative price changes? And how, consumer's real income remaining 

unchanged? 

The Uses or Application of Indifference Curve Analysis! 

The indifference curve technique has come as a handy tool in economic analysis. It has 

freed the theory of consumption from the unrealistic assumptions of the Marshallian 

utility analysis. In particular, mention may be made of consumer’s equilibrium, 

derivation of the demand curve and the concept of consumer’s surplus. 

 

(1) The Problem of Exchange: 

With the help of indifference curve technique, the problem of exchange between two 

individuals can be discussed. We take two consumers A and В who possess two goods X 

and Y in fixed quantities respectively. The problem is how can they exchange the goods 

possessed by each other. This can be solved 

by constructing an Edgeworth-Bowley box diagram on the basis of their preference maps 

and the given supplies of goods. 

In the box diagram, Figure 12.28, Оa is the origin for consumer A and Оb the origin for 

consumer В (turn the diagram upside down for understanding). The vertical sides of the 

two axes, Oa and Ob, represent good Y and the horizontal sides, good X. The preference 

map of A is represented by the indifference curves I1a, I2 a and I3 a and B’s map by I1b, I2b 

and I3b indifference curves. Suppose that in the beginning A possesses ObYb units of good 

Y and Ob Хb units of good X. В is thus left with ObYb of Y and Ob Xb of X. This position is 

represented by point E where the curve I1a intersects I1b. 

 

 

 

 

 

 

 

 

 

 

 

 

Suppose A would like to have more of X and S more of Y. Both will be better off, if they 

exchange each other’s unwanted quantity of the good, i.e. if each is in a position to move 

to a higher indifference curve. But at what level will exchange take place? Both will 

exchange each other’s good at a point where the marginal rate of substitution between the 

two goods equals their price ratios. 

This condition of exchange will be satisfied at a point where the indifference curves of 

both the exchangers touch each other. In the above figure P, Q and R are the three 

conceivable points of exchange. A line CC passing through these points is the “contract 
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curve” or the “conflict curve”, which shows the various positions of exchange of X and Y 

that equalise the marginal rates of substitution of the two exchangers. 

 

(2) Effects of Subsidy on Consumers: 

The indifference curve technique can be used to measure the effects of government 

subsidy on low-income groups. We take a situation when the subsidy is not paid in money 

but the consumers are supplied cereals at concessional rates, the price-difference being 

paid by the government. This is actually being done by the various state governments in 

India. In Figure 12.29 income is measured on the vertical axis and cereals on the 

horizontal axis. 

Suppose the consumer’s income is OM and his price-income line without subsidy is MN. 

When he is given subsidy by supplying cereals at a lower price, his price-income line is 

MP (it is equivalent to a fall in the price of cereals). At this price-income line, he is in 

equilibrium at point E on curve I1 where he buys OB of cereals by spending MS amount 

of money. The full market price of OB cereals is MD on the line MN where the curve lo 

touches. 

The government, therefore, pays SD amount of subsidy. But the consumer receives cereals 

at a lower price. He does not receive SD amount of subsidy in cash. If the money value of 

the subsidy were to be paid to him in cash, they would receive MR  

amount of money. The equivalent variation MR shows that in the absence of the subsidy, 

a cash payment would bring the consumer on the same indifference curve, which makes 

him as better off as the subsidy. 

But the value of the subsidy MR to the consumer is smaller than the cost of the subsidy 

DS to the government. It reveals the fact that the consumer is happier if he is paid the 

subsidy in cash rather than in the E S form of subsidized cereals. In this case, the cost of 

subsidy to the exchequer will also be less. It points out to another interesting result. 

When the income of the consumer is raised by giving him cash 

subsidy, he will buy less cereals than before. In Figure 12.29 at the equilibrium point C, 

he buys OA of cereals which are less than OB when he was getting them at the 

subsidized price. This is what the government actually wants. 

 

(3) The Problem of Rationing: 

The indifference curve technique is used to explain the problem arising from various 
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systems of rationing. Usually rationing consists of giving specific and equal quantities of 

goods to each individual (we ignore families because equal quantities are not possible in 

their case). 

The other, rather liberal, scheme is to allow an individual more or less quantities of the 

rationed goods according to his taste. It can be shown with the help of indifference curve 

analysis that the latter scheme is definitely better and beneficial than the former. 

Let us suppose that there are two goods rice and wheat that are rationed, the prices of the 

two goods are equal and that each consumer has the same money income. Thus, given the 

income and price-ratios of the two goods, MN is the price-income line. Rice is taken on 

vertical axis and wheat on the horizontal axis in Figure 12.30. 

According to the first system of rationing, both consumers A and В are given equal 

specific quantities of rice and wheat, OR + OW. Consumer A is on indifference curve Ia 

and В is on lb. With the introduction of the liberal scheme each can have more or less of 

rice or wheat according to his taste. In this situation, A will move from P to Q on a higher 

indifference curve Ia1. Now he can have ORb of rice + OWa of wheat. Similarly, В will 

move from P to R on a higher indifference curve Ib1 and can buy ORb of rice + OWb of 

wheat. With the introduction of the liberal  

scheme of rationing both the consumers derive greater satisfaction. The total quantity of 

goods sold is the same. 

For when В buys more quantity of wheat WWb, he purchases less quantity of rice RRb 

and when A buys RRb more of rice, he purchases WW less of wheat. Thus, the 

governmental aim of controlled distribution of goods is not disturbed at all rather there 

has been a better distribution of goods in accordance with individual tastes. 

 

(4) Index Numbers: Measuring Cost of Living: 

The indifferent curve analysis is used in measuring the cost of living or standard of living 

in terms of index numbers. We come to know with the help of index numbers whether the 

consumer is better off or worse off by comparing two time periods when the income of 

the consumer and prices of two goods change. 

Suppose a consumer buys only two goods X and Y in two different time periods 0 and 1 

and he spends his entire income on them in the two periods. It is also assumed that the 

consumer’s tastes and quality of the two goods do not change. 

Suppose the initial budget line is AB in the base period 0 and the consumer is in 

equilibrium at point P on the indifference curve Io in Figure 12.31. The new budget line in  
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period 1 is CD which passes through point P, on the new indifference curve I1. Both the 

combinations P and P1 lie on the original budget line AB. 

 

Therefore, they have the same cost. But combination P is on the higher indifference curve 

IQ than combination P1. However, the consumer cannot have combination P at the new 

price (P,) in period 1. Thus, he chooses combination P, on the lower indifference curve I1 

and is worse off in period 1 than in the base period 0. This shows that his standard of 

living has decreased in period 1 as compared with period 0. 

 

(5) The Supply of Labour: 

The supply curve of an individual worker can also be derived with the indifference curve 

technique. His offer to supply labour depends on his preference between income and 

leisure and on the wage rate. In Figure 12.32 hours of work and leisure are measured on 

the horizontal axis and income or money wage on the vertical axis. W2L is the wage line 

or income-leisure line whose slope indicates wage rate (w) per hour. When the wage rate 

increases, the new wage line becomes W3L and the wage rate per hour-also increases and 

similarly for the wage line W3 L. 

 

 

 

 

 

 

 

 

 

 

As the wage rate per hour increases, the wage line becomes steeper. When the worker is 

in equilibrium at the tangency point E1 of wage line W1L and indifference curve I1, he 

earns E1L1 wage by working L1L hours and enjoys OL1 of leisure. Similarly, when his 

wage increases, to L1, he works for longer hours L2 L and with E3 L3 wage increase, he 

works for still longer hours L3 L and enjoys lesser and lesser leisure than before. The line 

connecting the points E1E2 and E3 is called the wage-offer curve. 
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UNIT IV 

PRODUCTION 

 

What is the meaning of production in economics? 

“Production is the organized activity of transforming resources into finished products in 

the form of goods and services, the objective of production is to satisfy the demand for 

such transformed resources”. 

Factors of Production 

Anything that helps in production is the factor of production. These are the various factors 

by mean any resource is transformed into a more useful commodity or service. They are the 

inputs for the process of production. They are the starting point of the production process. 

Factors of production are the parameters which affect the output of production. 

Types of Factors of Production 

 

 Characteristics of Land as a Factor of Production 

• The land is a free gift of nature. 

• The land has no cost of production. 

• It is immobile. 

• The land is fixed and limited in supply. 

 

Labor Characteristic 

• It is a human factor. 

• One cannot store labour. 

• No two types of labour are the same. 

 

Capital Characteristics 

• Capital is a man-made factor of production. 

• It is mobile. 

• It is a passive factor of production. 
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Entrepreneur Characteristics 

• He has imagination. 

• He has great administrative power. 

• An entrepreneur must be a man of action. 

• An entrepreneur must have the ability to organize. 

• He should be a knowledgeable person. 

• He must have a professional approach. 

 

Theories of Population: 

The following points highlight the top three theories of population. The theories are: 

1. The Malthusian Theory of Population 

2. The Optimum Theory of Population  

3. The Theory of Demographic Transition. 

 

Population Theory 1 

The Malthusian Theory of Population: 

Thomas Robert Malthus enunciated his views about population in his famous book, 

Essay on the Principle of Population as it affects the Future Improvement of Society, 

published in 1798. Malthus revolted against the prevailing optimism shared by his father 

and Godwin that a perfect state could be attained if human restraints could be removed. 

Malthus objection was that the pressure of increasing population on the food supply 

would destroy perfection and there would be misery in the world. Malthus was severely 

criticized for his pessimistic views which led him to travel on the continent of Europe to 

gather data in support of his thesis. 

He incorporated his researches in the second edition of his essay published in 1803. The 

Malthusian theory explains the relationship between the growth in food supply and in 

population. It states that population increases faster than food supply and if unchecked 

leads to vice or misery. 

 

The Malthusian doctrine is stated as follows: 

(1) There is a natural sex instinct in human beings to increase at a fast rate. As a result, 

population increases in geometrical progression and if unchecked doubles itself every 25 

years. Thus, starting from 1, population in successive periods of 25 years will be 1, 2, 4, 

8, 16, 32, 64, 128, 256 (after 200 years). 

(2) On the other hand, the food supply increases in a slow arithmetical progression due to 

the operation of the law of diminishing returns based on the supposition that the supply 

of land is constant. Thus, the food supply in successive similar periods will be 1, 2, 3, 4, 

5, 6, 7, 8, and 9 (after 200 years). 

(3) Since population increases in geometrical progression and the food supply in 

arithmetical progression, population tends to outrun food supply. Thus, an imbalance is 

created which leads to over population. This is depicted in Figure 1. 
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The food supply in arithmetical progression is measured on the horizontal axis and the 

population in geometrical progression on the vertical axis. The curve M is the Malthusian 

population curve which shows the relation between population growth and increase in 

food supply. It rises upward swiftly. 

(4) To control over population resulting from the imbalance between population and food 

supply, Malthus suggested preventive checks and positive checks. The preventive checks 

are applied by a man to control the birth rate. They are foresight, late marriage, celibacy, 

moral restraint, etc. 

If people fail to check growth of population by the adoption of preventive checks, 

positive checks operate in the form of vice, misery, famine, war, disease, pestilence, 

floods and other natural calamities which tend to reduce population and thereby bring a 

balance with food supply. 

According to Malthus, preventive checks are always in operation in a civilized society, 

for positive checks are crude. Malthus appealed to his countrymen to adopt preventive 

checks in order to avoid vice or misery resulting from the positive checks. 

 

Malthus doctrine is illustrated below. 

 

 

https://www.economicsdiscussion.net/wp-content/uploads/2016/02/clip_image002-47.jpg
https://www.economicsdiscussion.net/wp-content/uploads/2016/02/clip_image004-25.jpg
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Criticisms of the Malthusian Doctrine: 

• Mathematical Form of the Theory Wrong: 

• Failed to Foresee the Opening up of New Areas: 

• Applied a Static Economic Law to a Period of Time: 

• Neglected the Manpower Aspect in Population: 

• Population not Related to Food Supply but to Total Wealth: 

• Increase in Population the Result of Declining Death Rate: 

• Empirical Evidence proves this Theory Wrong: 

 

Population Theory 2 

The Optimum Theory of Population: 

The optimum theory of population was propounded by Edwin Cannan in his book Wealth 

published in 1924 and popularized by Robbins, Dalton and Carr-Saunders. Unlike the 

Malthusian theory, the optimum theory does not establish relationship between 

population growth and food supply. Rather, it is concerned with the relation between the 

size of population and production of wealth. 

The Malthusian theory is a general theory which studies the population problem of a 

country in keeping with its economic conditions. Thus, the optimum theory is more 

realistic than the Malthusian theory of population. 

 

Definitions: 

what is optimum population?  

The optimum population is the ideal population which combined with the other available 

resources or means of production of the country will yield the maximum returns or 

income per head. The concept of optimum population has been defined differently by 

Robbins, Carr-Saunders and Dalton. Robbins defines it as “the population which just 

makes the maximum returns possible is the optimum population or the best possible 

population.” Carr-Saunders defines it as “that population which produces maximum 

economic welfare”. To Dalton, “Optimum population is that which gives the maximum 

income per head.” If we were to examine these views, we find that Dalton’s view is more 

scientific and realistic which we follow. 

 

Assumptions: 

This theory is based on the following assumptions: 

• The natural resources of a country are given at a point of time but they change over time. 

• There is no change in techniques of production. 

• The stock of capital remains constant. 

• The habits and tastes of the people do not change. 

• The ratio of working population to total population remains constant even with the 

growth of population. 

The Theory: Given these assumptions, the optimum population is that ideal size of 

population which provides the maximum income per head. Any rise or diminution in the 

size of the population above or below the optimum level will diminish income per head. 
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Given the stock of natural resources, the technique of production and the stock of capital 

in a country, there is a definite size of population corresponding to the highest per capita 

income. Other things being equal, any deviation from this optimum-sized population will 

lead to a reduction in the per capita income. 

If the increase in population is followed by the increase in per capita income, the country 

is under-populated and it can afford to increase its population till it reaches the optimum 

level. On the contrary, if the increase in population leads to diminution in per capita 

income, the country is over- populated and needs a decline in population till the per 

capita income is maximized. This is illustrated in Figure 2. 

 
In the figure, OB population is measured along the horizontal axis and per capita income 

on the vertical axis. In the beginning, there is under-population and per capita income 

increases with population growth. The per capita income is BA population which is less 

than the maximum per capita income level NM. The ON size of population represents the 

optimum level where per capita income NM is the maximum. 

If there is a continuous increase in population from ON to OD then the law of 

diminishing returns applies to production. As a result, the per capita production is 

lowered and the per capita income also declines to DC due to increase in population. 

Thus, ND represents over population. This is the static version of the theory. But the 

optimum level is not a fixed point. 

It changes with a change in any of the factors assumed to be given. For instance, if there 

are improvements in the methods and techniques of production, the output per head will 

rise and the optimum point will shift upward. 

What the optimum point for the country is today, may not be tomorrow if the stock of 

natural resources increases and the optimum point will be higher than before. Thus, the 

optimum is not a fixed but a movable point. 

 

According to Cannan, “At any given time, increase of labour up to a certain point is 

attended by increasing proportionate returns and beyond that point further increase of о 

labour is attended by diminishing proportionate returns.” The per capita income is the 

highest at the point where the average product of labour starts falling. This point of 

maximum returns is the point of optimum population. 

https://www.economicsdiscussion.net/wp-content/uploads/2016/02/clip_image006-10.jpg
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This is illustrated in Figure 3. The size of population is measured on the horizontal axis 2 

and the average product of labour on the vertical axis. AP is the average product of 

labour or income per head curve. Up to OP level, increases in population lead to a rise in 

the average product of labour and per capita income. 

Beyond OP, the average product of labour and per capita income falls. Hence when 

population is OP, the per capita income is the highest at point L. Thus, OP is the 

optimum level of population. To the left of OP, the country is under-populated and 

beyond OP, it is over-populated. 

However, OP is not a fixed point. If due to inventions there are improvements in the 

techniques of production, the average product of labour might increase and push the level 

of per capita income upward so that the optimum point rises. This is shown in the figure 

where the AP1 curve represents the higher average product of labour and point L shows 

the maximum per capita income at the new optimum level of population OP1. 

 

Dalton’s Formula: 

Dalton has deduced over population and under-population which result in the deviation 

from the optimum level of population in the form of a formula. The deviation from the 

optimum, he calls maladjustment. Maladjustment (M) is a function of two variables, the 

optimum level of population О and the actual level of population A. 

The maladjustment is M = A-0/0 

When M is positive, the country is over-populated, and if it is negative, the country is 

under-populated. When M is zero, the country possesses optimum population. Since it is 

not possible to measure O, this formula is only of academic interest. 

Its Superiority Over the Malthusian Theory: 

 

Population Theory 3 

The Theory of Demographic Transition: 

The theory of demographic transition is based on the actual population trends of 

advanced countries of the world. According to this theory, every country passes through 

three different stages of population growth. In the first stage, the birth rate and the death 

rate are high and the growth rate of population is low. In the second stage, the birth rate 

remains stable but the death rate falls rapidly. 

https://www.economicsdiscussion.net/wp-content/uploads/2016/02/clip_image008-8.jpg
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As a result, the growth rate of population increases very swiftly. In the last stage, the 

birth rate starts falling and tends to equal the death rate. The growth rate of population is 

very slow. These three stages are explained in the Figure 5. 

In the figure, the time for different stages is taken on the horizontal axis and annual birth 

and death rates per thousand on the vertical axis. In the first stage, before the 19th 

century, birth rates in Western Europe were 35 per thousand and death rates fluctuated 

around 30 per thousand. Thus, the growth rate of population was about 5 per thousand. 

In the second stage, death rates began to decline gradually from 30 per thousand to 20 per 

thousand from the middle of the 19th century to the end of the century. In the third stage 

beginning with the 20th century, birth rates began to decline from 20 per thousand and 

have continued for about a century now, nearing 15 per thousand. Death rates also 

continued to decline but seem to have stabilized between 10 to 55 per thousand in 

Western Europe. 

 
First Stage: 

In this stage, the country is backward and is characterized by high birth and death rates 

with the result that the growth rate of population is low. People mostly live in rural areas 

and their main occupation is agriculture which is in a state of backwardness. There are a 

few simple, light and small consumer goods industries. 

The tertiary sector consisting of transport, commerce, banking and insurance is 

underdeveloped. All these factors are responsible for low incomes and poverty of the 

masses. Large family is regarded as a necessity to augment the low family income. 

Children are an asset to the society and parents. 

There being mass illiteracy, the society is not expected to educate them and thus burden 

itself. The existence of the joint family system provides employment to all children in 

keeping with their ages. Thus, a child becomes an earning member even at the age 5 

when he becomes a helping hand to his parents in domestic affairs. More children in a 

family are also regarded as an insurance against old age by the parents. 

People being illiterate, ignorant, and superstitious and fatalist are averse to any methods 

of birth control. Children are regarded as God-given and preordained. Being childless is 

regarded as a curse and the parents are looked down upon by the society. All these 

economic and social factors are responsible for a high birth rate in the country. 

Along with high birth rate, the death rate is also high due to non-nutritional food with a 

low caloric value, and lack of medical facilities and of any sense of cleanliness. People 

https://www.economicsdiscussion.net/wp-content/uploads/2016/02/clip_image012-3.jpg


STUDY MATERIAL FOR BA. ECONOMICS 

MICRO ECONOMICS-I 

SEMESTER – I, ACADEMIC YEAR 2022-2023 

 

40 

 

live in dirty and unhealthy surroundings in ill-ventilated small houses. As a result, they 

are, disease-ridden and the absence of proper medical care results in large deaths. 

The mortality rate is the highest among the children and the next among women of child-

bearing age. Thus, unhygienic conditions, poor diet and the lack of medical facilities are 

the reasons for a high mortality rate in this stage. This stage continued in Western Europe 

approximately up to 1840. 

 

Second Stage: 

In the second stage, the economy enters the phase of economic growth. Agricultural and 

industrial productivity increases and the means of transport develop. There is greater 

mobility of labour. Education expands. Incomes increase. People get more and better-

quality food products. Medical and health facilities are expanded. Modern drugs are used 

by the people. All these factors bring down the death rate. But the birth rate is almost 

stable. 

People do not have any inclination to reduce the birth of children because with economic 

growth employment opportunities increase and children are able to add more to the 

family income. With improvements in the standard of living and the dietary habits of the 

people, the life expectancy also increases. 

 

Third Stage: 

In this stage, the fertility rate declines and tends to equal the death rate so that the growth 

rate of population declines. As growth gains momentum and people cross the subsistence 

level of income, their standard of living rises. 

The leading growth sectors expand and lead to an expansion in output in other sectors 

through technical transformations. Education expands and permeates the entire society. 

Popular education leads to popular enlightenment and opens the way to knowledge. It 

creates self-discipline, power to think rationally and to probe into the future. People 

discard old customs, dogmas and beliefs and develop individualistic spirit and break with 

the joint family. 

Men and women prefer to marry late. The desire to have more children to supplement 

parental income declines. People readily adopt family planning devices. They prefer to 

go in for a baby car rather than a baby. Moreover, increased specialization following 

rising income levels and the consequent social and economic mobility make it costly and 

inconvenient to rear a large number of children. 

All this tends to reduce the birth rate which along with an already low death rate brings a 

decline in the growth rate of population. The advanced countries of the world are passing 

through this last stage and the population is increasing at a slow pace in them. 

 

Conclusion: 

The theory of demographic transition is the most acceptable theory of population growth. 

It neither lays emphasis on food supply like the Malthusian theory, nor does it develop a 

pessimistic outlook towards population growth. 

It is also superior to the optimum theory which lays an exclusive emphasis on the 

increase in per capita income for the growth of population and neglects the other factors 

which influence it. The demographic transition theory is superior to all the theories of 
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population because it is based on the actual population growth trends of the developed 

countries of Europe. 

Almost all the European countries of the world have passed through the first two stages 

of this theory and are now in the final stage. Not only this, this theory is equally 

applicable to the developing countries of the world. 

 

Meaning of Capital Formation: 

Capital formation means increasing the stock of real capital in a country. In other words, 

capital formation involves making of more capital goods such as machines, tools, 

factories, transport equipment, materials, electricity, etc., which are all used for future 

production of goods. For making additions to the stock of Capital, saving and investment 

are essential. 

Process of Capital Formation: 

In order to accumulate capital goods some current consumption has to be sacrificed. The 

greater the extent to which the people are willing to abstain from present consumption, 

the greater the extent that society will devote resources to new capital formation. If 

society consumes all that it produces and saves nothing, future productive capacity of the 

economy will fall as the present capital equipment wears out. 

Functions of a successful entrepreneur are; 

• Taking Initiative 

• Organizing Resources 

• Identifying Opportunities and Prospects 

• Risk-Taking 

• Decision Making 

• Technology Transfer and Adaptation 

• Innovation 

• Fostering Autonomy 

• Social Responsibility 

• Public Relations 

• Experience Sharing 

• Managerial Roles 

• Balanced Economic Development 

What is Division of Labor 

The division of labor refers to the segmentation of tasks, with each person focusing on a 

specific part of the production process. Originally coined in 1776 by Adam Smith in his 

book ‘A Wealth of Nations’, he famously used a pin factory as an example. In it, he 

noted how there were many complex stages to the process. 

First of all, someone has to draw the wire out, then straighten it, and then cut it. They 

then need to point it, and then grind the top of the head. In what is a relatively complex 

set of tasks, Smith highlighted the benefits of specialization. This idea stems from the 

fact that each person needs to invest a set amount of time to become highly proficient in 

their role. 
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▪ The division of labor is the process by which each part of production is split down into 

sectors by which an employee undertakes a specific task. 

▪ Through the division of labor, production has become more efficient and we have seen 

significant economic and monetary gains. 

▪ During a recession, people lose their jobs, businesses go bust, stock markets tumble, and 

exchange rates tend to decline. 

Advantages of Division of Labor 

The division of labor has spread across the developed world. We can see this in most 

consumer products today. For instance, the iPhone requires parts such as its case, battery, 

screen, and logic board. Not all of these are manufactured by Apple, let alone the same 

person. The firm requires separate companies with greater specialties. Among those 

include firms in Japan to manufacture the camera, German firms to produce the 

accelerometer, the US for its audio chip, and China for the battery and to assemble it. 

There are many advantages to the division of labor, which is why is has become common 

place. So let us look at them below: 

• Efficient Mastery 

• Quicker Training 

• Productivity 

• Efficient Allocation of Workers 

• Cheaper Products 

 

Disadvantages of Division of Labor 

• Boredom from Repetition 

• Interdependence 

• Lack of Responsibility 

 

Small scale industries Large scale industries 

There are less capital and investment in 

small-scale industries 

Large-scale industries have 

tremendous capital and 

investment 

Since they have low investment, small-

scale industries do not have big machines 

Large-scale industries have 

large and enormous machines 

Small-scale industries employ fewer 

employees, and most work is performed by 

workers 

Machines do most work in 

large-scale industries 

Examples: cycles, handicraft Examples: Cotton, iron 

 



STUDY MATERIAL FOR BA. ECONOMICS 

MICRO ECONOMICS-I 

SEMESTER – I, ACADEMIC YEAR 2022-2023 

 

43 

 

Advantages of Small-Scale Production: 

• Close Supervision 

• Nature of Demand 

• More Employment 

• Need of small Capital 

• Direct Relation between the Workers and the Employers 

• Direct Relation between the Customers and the Producers 

• Easy Management 

• Freedom of Work 

 

Disadvantages of Small-Scale Production: 

• High Cost of Production 

• Wastage of By-products 

• Less Use of Machines 

• Lack of Division of Labour 

• Difficulty in Getting Loans 

• Difficult to Face Economic Crisis 

• Costly Raw Materials 

• Lack of Standardized Goods 

 

Advantage of Large-Scale Production: 

• The following are its chief advantages 

• (i) Economy of Specialized and Up-to-date Machinery 

• (ii) Economy of Labour 

• (iii) Economies of Bulk buying and selling 

• (iv) Economies of Overhead Charges 

• (v) Economy in Rent 

• (vi) Experiments and Research of Large-Scale Production 

• Too Large 

• Production Not According to Individual Tastes 

• No Personal Contacts 

• Not Flexible 

• Monopoly 

• Over-Production 

• Evils of Factory System 

• Unequal Distribution of Wealth 
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UNIT-V 

 

PRODUCTION FUNCTION 

 

Meaning of Production Function: 

Defined production function as “the relation between a firm’s physical production 

(output) and the material factors of production (inputs).” Prof. Watson 

In this way, production function reflects how much output we can expect if we have so 

much of labour and so much of capital as well as of labour etc. In other words, we can 

say that production function is an indicator of the physical relationship between the 

inputs and output of a firm. 

The reason behind physical relationship is that money prices do not appear in it. 

However, here one thing that becomes most important to quote is that like demand 

function a production function is for a definite period. 

It shows the flow of inputs resulting into a flow of output during some time. The 

production function of a firm depends on the state of technology. With every 

development in technology the production function of the firm undergoes a change. 

The new production function brought about by developing technology displays same 

inputs and more output or the same output with lesser inputs. Sometimes a new 

production function of the firm may be adverse as it takes more inputs to produce the 

same output. 

Mathematically, such a basic relationship between inputs and outputs may be expressed 

as: 

Q = f (L, C, N) 

Where Q = Quantity of output 

L = Labour 

C = Capital 

N = Land. 

Hence, the level of output (Q), depends on the quantities of different inputs (L, C, N) 

available to the firm. In the simplest case, where there are only two inputs, labour (L) and 

capital (C) and one output (Q), the production function becomes. 

Q =f (L, C) 

 

Definitions: 

“The production function is a technical or engineering relation between input and output. 

As long as the natural laws of technology remain unchanged, the production function 

remains unchanged.” Prof. L.R. Klein 

“Production function is the relationship between inputs of productive services per unit of 

time and outputs of product per unit of time.” Prof. George J. Stigler 

“The relationship between inputs and outputs is summarized in what is called the 

production function. This is a technological relation showing for a given state of 

technological knowledge how much can be produced with given amounts of inputs.” 

Prof. Richard J. Lipsey 
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Thus, from the above definitions, we can conclude that production function shows for a 

given state of technological knowledge, the relation between physical quantities of inputs 

and outputs achieved per period of time. 

 

Features of Production Function: 

Following are the main features of production function: 

1. Substitutability 

2. Complementarity 

3. Specificity 

 

Law of Variable Proportions 

The Law of Variable Proportions or Returns to a Factor plays an important role in the study 

of the Theory of Production. In this article, we will look at the meaning, 

explanation, stages, significance, and reasons behind the operation of the Law of Variable 

Proportions. 

Browse more Topics under Theory of Production 

• Production Function 

• Returns to Scale 

Law of Variable Proportions or Returns to a Factor 

This law exhibits the short-run production functions in which one factor varies while the 

others are fixed. Also, when you obtain extra output on applying an extra unit of the input, 

then this output is either equal to or less than the output that you obtain from the previous 

unit. The Law of Variable Proportions concerns itself with the way the output changes when 

you increase the number of units of a variable factor. Hence, it refers to the effect of the 

changing factor-ratio on the output. 

 

The Law of Diminishing Marginal Returns 

 

Law of Returns to Scale: Definition, Explanation and Its Types! 

In the long run all factors of production are variable. No factor is fixed. Accordingly, the 

scale of production can be changed by changing the quantity of all factors of production. 

 

Definition: 

“The term returns to scale refers to the changes in output as all factors change by the 

same proportion.” Koutsoyiannis 

“Returns to scale relates to the behaviour of total output as all inputs are varied and is a 

long run concept”. Leibhafsky 

 

Returns to scale are of the following three types: 

• Increasing Returns to Scale. 

• Constant Returns to Scale 

• Diminishing Returns to Scale 

 

https://www.toppr.com/guides/fundamentals-of-economics-and-management/group-dynamics/stages-of-group-formation/
https://www.toppr.com/guides/business-studies/nature-and-significance-of-management/
https://www.toppr.com/guides/business-economics/theory-of-production-and-cost/production-function/
https://www.toppr.com/guides/business-economics/theory-of-production-and-cost/returns-to-scale/
https://www.toppr.com/guides/physics/units-and-measurement/the-international-system-of-units/
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Explanation: 

In the long run, output can be increased by increasing all factors in the same proportion. 

Generally, laws of returns to scale refer to an increase in output due to increase in all 

factors in the same proportion. Such an increase is called returns to scale. 

 

Suppose, initially production function is as follows: 

P = f (L, K) 

Now, if both the factors of production i.e., labour and capital are increased in same 

proportion i.e., x, product function will be rewritten as. 

 
 

 

 

The above stated table explains the following three stages of returns to scale: 

1. Increasing Returns to Scale: 

Increasing returns to scale or diminishing cost refers to a situation when all factors of 

production are increased, output increases at a higher rate. It means if all inputs are 

doubled, output will also increase at the faster rate than double. Hence, it is said to be 

increasing returns to scale. This increase is due to many reasons like division external 

economies of scale. Increasing returns to scale can be illustrated with the help of a Fig  8. 

https://www.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image00213.jpg
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In figure 8, OX axis represents increase in labour and capital while OY axis shows 

increase in output. When labour and capital increases from Q to Q1, output also increases 

from P to P1 which is higher than the factors of production i.e., labour and capital. 

 

2. Diminishing Returns to Scale: 

Diminishing returns or increasing costs refer to that production situation, where if all the 

factors of production are increased in a given proportion, output increases in a smaller 

proportion. It means, if inputs are doubled, output will be less than doubled. If 20 percent 

increase in labour and capital is followed by 10 percent increase in output, then it is an 

instance of diminishing returns to scale. 

The main cause of the operation of diminishing returns to scale is that internal and 

external economies are less than internal and external diseconomies. It is clear from 

diagram 9. 

 
In this Figure 9, diminishing returns to scale has been shown. On OX axis, labour and 

capital are given while on OY axis, output. When factors of production increase from Q 

to Q1 (more quantity) but as a result increase in output, i.e., P to P1 is less. We see that 

increase in factors of production is more and increase in production is comparatively less, 

thus diminishing returns to scale apply. 

 

https://www.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image0049.jpg
https://www.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image00610.jpg


STUDY MATERIAL FOR BA. ECONOMICS 

MICRO ECONOMICS-I 

SEMESTER – I, ACADEMIC YEAR 2022-2023 

 

48 

 

3. Constant Returns to Scale: 

Constant returns to scale or constant cost refers to the production situation in which 

output increases exactly in the same proportion in which factors of production are 

increased. In simple terms, if factors of production are doubled output will also be 

doubled. 

In this case internal and external economies are exactly equal to internal and external 

diseconomies. This situation arises when after reaching a certain level of production, 

economies of scale are balanced by diseconomies of scale. This is known as 

homogeneous production function. Cobb-Douglas linear homogenous production 

function is a good example of this kind. This is shown in diagram 10. In figure 10, we see 

that increase in factors of production i.e., labour and capital are equal to the proportion of 

output increase. Therefore, the result is constant returns to scale. 

  

 
 

Law of Increasing Returns: Meaning, Factors Responsible and Limitations 

Meaning and Definition of Law of Increasing Returns: 

The Law of Increasing Returns may be defined as “As the proportion of one factor 

in a combination of factors is increased up to a point, the marginal product of the factor 

will increase. The phrase ‘up to a point’ may be carefully noted. The increasing return 

will be only up to a point. Later on, the return may diminish.” 

 

According to Prof. Marshall “An increase in labour and capital leads generally to 

improve organization which increases the efficiency of the work of labour and 

capital.” 

 

The Law of Increasing Return is the opposite of the law of decreasing return, where the 

law of diminishing return operates, every additional investment of capital and labour 

yields less than proportionate returns. But in the case of the Law of Increasing Returns, 

the return is more than proportionate. 

https://www.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image007.jpg
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The law can be expressed in terms of costs also. Increasing returns mean lower costs per 

unit, just as diminishing returns mean higher cost. Thus, the Law of Increasing Returns 

signifies that cost per unit of the marginal or additional output falls with the expansion of 

an industry. As more and more units of commodity are produced the cost per unit goes on 

falling steadily. 

The Law of Increasing Returns operates only up to the optimum point, i.e., the point of 

maximum return. As a business expands and moves towards the optimum the return per 

unit goes on increasing i.e., the cost of production is falling. 

If the business is expanded beyond the optimum point, the profits will begin to decline 

and the law of diminishing return begins to operate. 

For example: 

Suppose a fountain pen manufacturer invests successive doses of Rs. 1,000 each in 

the production of pens and the results are as given in the schedule below: 

 
The table makes it clear that as the manufacturer goes on enlarging his business by 

investing successive amounts of Rs. 1,000 each. The total output goes on increasing 

(column 2), the cost of production per pen goes on falling (column 3) and the marginal or 

additional output of each extra dose of Rs. 1,000 goes on increasing, (column 4). 

We can show the above result with the help of a diagram also. The diagram shows 

the decreasing cost as shown in column (3). Along OX are measured the total quantity of 

pens manufactured and along OX, the cost of production per pen. IR is the cost curve. It 

is clear that as the scale of production increases the cost of per unit falls. 

 
Where the Law of Increasing Returns Operates and Why? 

The Law of Increasing Returns generally applies to manufacturing industries. Here man 

is not disturbed by nature. He goes ahead and benefits from all sorts of economies both 

internal and external. As he increases the scale, production becomes more and more 

economical. The cost of production falls which means an increasing return. 

 

https://www.economicsdiscussion.net/wp-content/uploads/2015/11/clip_image00211.jpg
https://www.economicsdiscussion.net/wp-content/uploads/2015/11/clip_image0048.jpg
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Why Does the Law Operate in Big Manufacturing Industries? 

 

There are several reasons on account of which the Law of Increasing Returns 

operates in manufacturing industries: 

 

(1) There is a large scope for the introduction of machinery. Further, it can be considered 

as more important that it can be kept continuously at work. The result is that capital costs 

per unit of output are less. 

(2) There is maximum scope for the use of specialized labour. The result is a large 

output, which means the lowering of costs. This means increasing returns. 

(3) The manufacturing industries are generally on a large scale, are able to realize 

economies of scale both internal and external. These economies relate to buying and 

selling economy in administration, publicity and salesmanship, benefit for research and 

experiments, financial, technical and managerial economies etc. 

(4) Unlike agriculture, interruptions in work from natural disturbances like changes in 

weather and seasons are on a minor scale. Therefore, there are no costly breakdowns. 

Production is smooth and economical which means increasing returns. 

(5) The operations are carried on within a small area so that supervision is easy and 

effective. There is little waste of materials and spoiling of machinery. Expert guidance 

and advice are always at hand. Therefore, production can be carried on economically. 

It is on account of all these reasons that the Law of Increasing Returns operates in 

industry. But it must be remembered that the business cannot go on expanding its 

indefinitely. There comes a time when economies change into diseconomies as the 

business becomes unwieldy. 

 

Factors Responsible for the Operation of the Law of Increasing Returns in the Field 

of Production: 

 

1. Improved Organization: 

Prof. Marshall has said that the important reason for the operation of Law of Increasing 

Returns is that “an increase of labour and. capital leads generally to improve organization 

which increases the efficiency of the work of labour and capital.” Hence, it can be said 

that an increase in the efficiency of labour and capital in production increases the 

proportion of production. 

2. Indivisibility of Factors: 

Next, reason is the indivisibility of factors or means introduced in production. In the field 

of production there are certain means which cannot be used in small division or in small 

parts which can increase production. 

 

3. External and Internal Economies: 

In some production due to increase in the means of production. Some economies in 

external and internal means are studied and is enforced which leads to reduction in 

production cost. 
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4. Use of Division of Labour and Specialization: 

When large scale production is adopted. Use of division of labour and specialization in 

work becomes possible. In this way the cost can be reduced and production may be 

increased. 

5. Scientific Inventions and the Use of New Techniques: 

By the new scientific inventions and the use of new technical appliances the production 

can be increased and the cost of production can be reduced. 

 

Regarding Law of Increasing Returns Mrs. Joan Robinson has said that: 

“In every case, the Law of Increasing Returns arise from improvement in production 

technique. As output increases efficiency of the factors can be increased by the full 

utilization of indivisible units of the factors or by the adoption of more specialized 

methods of production.” 

 

Limitations of the Law of Increasing Returns: 

Important limitations of the Law of Increasing Returns are as follows: 

1. If the size of the production unit is large and efficient management is not possible, then 

in this area the Law of Increasing Return will not operate. 

2. If the machines and other instruments and tools are old even by increase in labour and 

capital the Law of Diminishing Return will apply. 

3. If the industry needs rationalization and division of labour, and if this is not introduced 

or followed, then in place of increasing return Law of Diminishing Return will operate. 

4. If the industry is based on nature, then Law of Increasing Return will not operate. 

5. If the use of advertisement is not adopted the use of Law of Increasing Return is not 

possible. 

 

 

 

 Law of Constant Returns:  

The below mentioned article provides a study note on the law of constant returns. 

The Law of Constant Returns is said to operate when the additional investment of labour 

and capital yields the same return as before. 

It means the return from investment remains the same as the business is expanded or 

contracted. 

In other words, it can be said that “whatever the scale of production, the cost of the 

product per unit remains the same.” 

According to Stigler “When all the productive services are increased in a given 

proportion, the product is increased in the same proportion.” 

Law of Constant Return remains active for some time. From where the activeness of Law 

of Increasing Return ends, from there the Law of Constant Return starts and after the end 

of the activeness of this Law of Diminishing Return starts operation. 

In other words, it can be said that when the business moves towards the optimum, the 

returns increase and when it goes beyond the optimum the returns decrease. But if after 

having reached the optimum point, the industry is stabilized at the level of output, the 

returns continue to be the same and they are said to be constant. 
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This law can be illustrated by the following example: 

 
From this table it is clear that by increase in the unit of labour and capital, total 

production increases but the marginal production remains constant i.e., 30 is the constant 

figure; and this figure is Law of Constant Return. 

Diagrammatic Representation: 

This Law of Constant Returns can be represented in a diagram as follows: 

 
On OX axis unit of labour and capital and on OY axis marginal production of fan has 

been shown. AB line is the Law of Constant Return because it shows that in-spite of 

increase in the unit of labour and capital marginal production of fan is the same. In other 

words, here AB line is the Law of Constant Return. 

Why Law of Constant Returns? 

In every industry, we find the influence of man and nature. Nature controls the supply of 

rawmaterials while man directs the manufacturing side. If there is an industry where the 

cost of raw-materials and the manufacturing costs are half and half, we can say that both 

man and nature influence equally. Such an industry would be subject to the Law of 

Constant Returns. For example, The woolen blanket weaving industry. Here the cost of 

wool is supposed to cost as much as the other manufacturing costs put in the 

manufacturing. 

Further, if there is an integration of the extractive and manufacturing industries like 

sugarmaking and canegrowing, steel making and iron-ore mining the Law of Constant 

Returns may operate. Here, the two aspects of the industry are combined, viz., the 

agricultural aspect which is subject to the law of diminishing returns and the 

manufacturing aspect which is subject to the Law of Increasing Returns. 

There are mainly two factors which give rise to the Law of Increasing Returns to 

scale 

1. Indivisibilities of the factors of production. 

2. Specialization of factors of production. 
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