
CHAPTER-1
DEMAND

REVISION NOTES
Demand

¾¾ Demand : The quantity of a commodity that a consumer is willing and able to buy at each possible price during 
a given period of time.
¾¾ Quantity Demanded : Quantity demanded refers to a specific quantity to be purchased against a specific price 

of a commodity.
¾¾ Individual Demand : The demand for a commodity by a single individual at a given price.
¾¾ Market Demand : The demand for a commodity by all individuals in the market during a given period of time.
¾¾ Joint Demand : The demand for two or more than two commodities which are demanded together or jointly by 

the consumers. 
 For example, demand for bread and butter, car and petrol, etc. are joint demands.
¾¾ Derived Demand : The demand for commodity that arises due to demand of another commodity. For example, 

demand for commodities like thread, buttons, etc. have derived demand that arises due to demand for clothes.
¾¾ Composite Demand : The demand for a commodity that has multiple uses. For example, demand for milk, petrol, 

steel, plastic, etc. is composite demand.
¾¾ Ex-ante Demand : The quantity of goods that a consumer ’wants to buy’ during a particular period.
¾¾ Ex-post Demand : The quantity of goods that a consumer ‘actually buys’ during a  particular period.
¾¾ Price Demand : It expresses the inverse functional relationship between the price and demand of a commodity, 

other things being constant. It is expressed as :
Dx = f (Px)

¾¾ Income Demand : It expresses the direct relationship between income of the consumer and quantity demanded 
of a commodity, other things remaining constant. It is expressed as :

Dx = f (y)

¾¾ Cross Demand : Other things being constant, when there is a change in the price of commodity X, the demand 
for commodity Y changes, when X and Y are related goods. It is called Cross Demand. It is expressed as :

Dy = f (Px)

¾¾ Demand Schedule : Demand schedule is a Tabular statement that shows  different quantities of a commodity that 
would be purchased at different prices.
¾¾ Income Effect : It refers to change in quantity demanded of a commodity when real income of the consumer 

changes owing to change in own price of the commodity.
¾¾ Substitution Effect : It refers to change in quantity demanded of commodity-X when relative price of the 

commodity (Px/Py) changes owing to change in Px.
¾¾ Price Effect : It refers to change in quantity demanded of a commodity owing to change in its own price, other 

things remaining constant.
¾¾ Cross Price Effect : It refers to effects of a change in price of commodity-X on demand for commodity-Y, when X 

and Y are related goods.
¾¾ Individual Demand Schedule : It represents quantity of goods demanded by an individual at different prices in 

a different time period.
¾¾ Market Demand Schedule : It is a table that shows different quantities of a commodity that all the consumers in 

the market are willing to buy at different possible prices of the commodity at a given period of time.
¾¾ Demand Curve : Demand Curve is a graphical presentation of a demand schedule showing the relationship 

between different quantities of a commodity demanded at different possible prices during a given period of time.
¾¾ Individual Demand Curve : It is a curve showing different quantities of a commodity that one particular 

individual buyer is ready to buy at different possible prices of a commodity at a point of time.
¾¾ Market Demand Curve : It is a curve showing different quantities of a commodity that all the buyers in the 

market are ready to buy at different possible prices of a commodity at a point of time.
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¾¾ Demand Function : It is the functional relationship between demand of goods and factors affecting it. It is 
expressed as : 

Dx = f (Px, Pr, Y, T, E ...........)
¾¾ Determinants of Individual Demand : Important determinants of individual demand are: (1) Own price of 

commodity, (2) Price of related commodities, (3) Income of the consumers, (4) Tastes and preferences of consumers,  
(5) Expectations of consumers, etc.
¾¾ Determinants of Market Demand : Important determinants of market demand are: (1) Own price of commodity,  

(2) Price of related commodities, (3) Money income of the consumers, (4) Tastes and preferences of consumers,  
(5) Changes in weather conditions, (6) Changes in population, (7) Distribution of income, (8) Changes in structure 
of population, (9) Changes in quantity of money, (10) Distribution of National Wealth, (11) Phases of business 
cycles, (12) Change in saving habits, (13) Changes in government policies, etc.

Law of Demand 
¾¾ Law of Demand : Other things being constant, the quantity demanded of a commodity increases when its price 

falls and decreases when its price rises.
¾¾ Assumptions of Law of Demand : The Law of demand assumes the following as constant:

 (i) Price of all related goods
 (ii) Income of the consumer
 (iii) Tastes and preferences of consumers
 (iv) Future expectations

¾¾ Why does Law of Demand Operate? : (1) Law of Diminishing Marginal Utility, (2) Substitution Effect, (3) Income 
effect, (4) Different uses, (5) Change in consumer’s number. 
¾¾ Exceptions to the Law of Demand : (1) Prestigious goods, (2) Expected rise in future price, (3) Ignorance, (4) The 

Giffen Paradox, and (5) Necessities.

Movements and Shifts in Demand Curve

¾¾ Movement along Demand Curve : When demand of goods changes due to change in the price of those goods, it 
is represented at different points of the same demand curve. It is called, movement along demand curve. It shows 
‘Extension and Contraction’ of demand. 
¾¾ Extension of Demand : Other things being constant, when demand of goods increases due to decline in price of 

that goods, then it is called Extension of Demand.
¾¾ Contraction of Demand : Other things being constant, when demand of goods decreases due to increase in price 

of that goods, it is called Contraction of Demand.
¾¾ Shifting of the Demand Curve : Shifts in demand curve takes place when quantity demanded changes due to 

change in factors other than the price of commodity. It shows increase or decrease in demand.
¾¾ Increase in  Demand : When due to change in factors, other than price of goods, demand of goods increases, it is 

called “Increase in Demand”. In this case, demand curve shifts to right of the original demand curve.
¾¾ Decrease in Demand : When due to change in factors, other than price of goods, demand of a goods decreases, it 

is called “Decrease in Demand”. In this case, demand curve shifts to left of the original demand curve.

Know the Terms
¾¾ Normal Goods : These are those goods whose income effect is positive and price effect is negative.
¾¾ Inferior Goods : These are those goods whose income effect is negative.
¾¾ Substitute Goods : These are those goods which can be used in place of one another to satisfy human wants. For 

example : Tea and Coffee are substitutes. When price of a good increases, the demand of its substitute good also 
increases and vice versa.
¾¾ Complementary Goods : These are those goods which are used together to satisfy a particular want. They 

complete the demand for each other. For example : Car and Petrol. There exists an inverse relationship between 
price and quantity demanded of complementary goods.
¾¾ Giffen Goods : Those goods whose income effect is negative and price effect is positive are known as Giffen 

Goods. Law of Demand is not applicable in case of Giffen Goods.
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CHAPTER-2
THEORY OF CONSUMER BEHAVIOUR & EQUILIBRIUM

REVISION NOTES

Utility and Cardinal Theory

¾¾ Consumer : The individual who takes the decision to buy a certain commodity for satisfaction of his needs or the 
needs of the family.
¾¾ Utility : Amount of satisfaction obtained from consuming goods and services is called utility.
¾¾ Theories of Utility :
¾z Cardinal Theory of Utility : It is the theory according to which utility is measured in terms of units like 2, 4, 

6, 8, etc.
¾z Ordinal Theory of Utility : It is the theory that allows comparison of utility depending on consumer’s tastes 

and preferences. The utility is measured in terms of ranks.
¾¾ Total Utility : It is the sum total of utility derived from the consumption of all the units of a commodity.

TU = MU1 + MU2 + MU3 + … … … … + MUn     or    TU = SMUn

¾¾ Marginal Utility : It refers to additional utility on account of the consumption of an additional unit of a commodity. 
It is calculated as :

 MU = TUn – TU(n–1)   or   MU = 
DTU
DQ

¾¾ Relationship between Total Utility and Marginal Utility :
¾z When MU is positive, TU is increasing.
¾z When MU is zero, TU is maximum.
¾z When MU is negative, TU is decreasing.

¾¾ Law of Diminishing Marginal Utility : Law of diminishing marginal utility states that as more and more units of 
a commodity are consumed, marginal utility derived from every additional unit must decline. This law is based 
on these assumptions :
¾z The utility can be measured in terms of units
¾z The marginal utility of money is constant
¾z The consumption must be in identical units
¾z The consumption is continuous
¾z The consumption is made in terms of standard units
¾z The consumer is rational
¾z The income of the consumer and the prices of goods are constant.

¾¾ Law of Equi-Marginal utility : The law of equi-marginal utility states that the consumer will distribute his money 
income between the goods in such a way that the utility derived from the last rupee spent on each goods is equal.
¾¾ Consumer’s Equilibrium : The consumer is in equilibrium when, given his income and market prices, he plans 

his expenditure on different goods and services, in such a manner that he maximises his total satisfaction.
¾¾ Consumer Equilibrium in case of a Single Commodity : A consumer purchasing a single commodity will be at 

equilibrium, when he is buying such a quantity of that commodity, which gives him maximum satisfaction. Being a 
rational consumer, he will be at equilibrium when marginal utility is equal to the price paid for the commodity i.e.,

 

MU
P

x

x  
= MUm

¾¾ Consumer Equilibrium in case of Two Commodities : A consumer purchasing two commodities will be 
at equilibrium when he spends his limited income in such a way that the ratios of marginal utilities of two 
commodities and their respective prices are equal and MU falls as consumption increase i.e.,
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Ordinal Theory of Utility

¾¾ Ordinal Utility Approach : This approach was laid down by Professor Allen and Hicks. According to this theory, 
utility cannot be measured in quantitative terms. It can only be compared with each other as more utility, less 
utility or same utility. But, it is rank able.
¾¾  Monotonic Preferences : Consumer’s preferences becomes monotonic if the consumer between various bundles 

of two goods, prefers the bundle which has more of at least one of the goods and no less of other goods as 
compared to the other bundle.
¾¾  Indifference Set : It is a set of those combinations of two goods which offer the consumer the same level of 

satisfaction, so that the consumer is indifferent across any number of combinations in his indifference set.
¾¾  Indifference Curve : A curve which is a graphical presentation of an indifference set showing different 

combinations of two commodities between which a consumer is indifferent.
¾¾  Indifference Map : It refers to a set of indifference curves corresponding to different income levels of the 

consumers. An indifference curve which is to the right and above another indifference curve corresponds to 
higher level of income and therefore, represents higher level of satisfaction.

OR
¾¾ A collection of Indifference curve on a graph is called Indifference map.

 (i) The law of equi-marginal utility states that the consumer will distribute his money income between goods in 
such a way that the utility derived from the last rupee spent on each goods is equal.

  Here the utility maximising consumer will spend ̀  4 for purchasing 2 units of goods A and ̀  16 for purchasing 
4 units of goods B.

¾¾  Properties or Characteristics of Indifference Curves :
 1. It slopes downwards from left to right.
 2. Indifference Curves are convex to the origin.
 3. Indifference Curves will never intersect each other.
 4.  A higher Indifference Curve represents higher level of satisfaction.
 5. Indifference Curve neither touches X-axis nor Y-axis.

¾¾  Slope of an Indifference Curve : An indifference curve slopes downward from left to right. In other words, an 
indifference curve is negatively sloped.
¾¾  Marginal Rate of Substitution (MRS) : It refers to the number of units of Goods-Y which the consumer is willing 

to sacrifice for an additional unit of Goods-X. It is expressed as: 
∆
∆

Y
X OR 

Sacrifice

Gain
 

¾¾  Law of Diminishing Marginal Rate of Substitution (MRS) : This law states that as more and more units of 
Goods-X are consumed, the consumer will sacrifice less and less units of Goods-Y for each additional unit of 
Goods-X. In other words, MRS falls continuously.

¾¾  Consumer Budget : It refers to the purchasing power of the consumer with which the consumer can buy various 
combinations of two goods.

¾¾  Budget Set : It refers to attainable combinations of set of two goods, given the prices of goods and income of the 
consumer.

¾¾  Budget Line : It is a line showing different possible combinations of two goods, which a consumer can buy given 
his budget and the prices of the goods. It is expressed as:

PX QX + PY QY= Income of the consumer

¾¾  Price Ratio or Slope of Budget Line : It is the rate at which the consumer is willing to exchange Goods-Y for 

Goods-X. It is calculated as 
P
P

X

Y
. The price ratio is represented by a negatively sloped straight line.

¾¾  Consumer’s Equilibrium : It is the point at which the consumer derives maximum level of satisfaction within his 
budget.

¾¾ Conditions of Consumer’s Equilibrium :

 (i) Price Line should be tangent to Indifference Curve, that is, MRSXY = 
P
P

X

Y

 (ii) At the point of equilibrium, Indifference Curve is convex to the origin.
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Know the Term
¾¾ Monotonic preference : Monotonic preference means that a rational consumer always prefers more of a 

commodity as it offers him a 



CHAPTER-3
ELASTICITY OF DEMAND

REVISION NOTES

Elasticity of Demand – Meaning, Types and Measurement

¾¾ Elasticity of Demand: The degree of responsiveness of quantity demanded of a commodity, when there is a 
change in a determinant of demand like price of the commodity, income of the consumer, change in prices of 
related goods, etc.
¾¾ Types of Elasticity of demand : Price elasticity, Income elasticity and Cross elasticity
¾¾ Price Elasticity of Demand : Price Elasticity of Demand is defined as measurement of percentage in quantity 

demanded in response to a given percentage of change in own price of the commodity.

 Ed = Percentage change in quantity demanded
Percentage change in  price

 Ed = ( )− = − ×

∆

∆
∆
∆

Q
Q
P
P

Q
P

P
Q

( )

¾¾ Measurement of Elasticity of Demand
 (a) Total Outlay Method : Under this method, impact (effect) of change in price on the expenditure of a good is 

studied. When price of a good changes, consumer’s total expenditure on it may increase, decrease or remains 
constant. Thus, elasticity is measured by comparing the total expenditure made on the good before and after 
the price change.

 (i) If total expenditure on a commodity remains unchanged before and after the price change, the elasticity 
is said to be unity Ed = 1.

 (ii) If total expenditure increase with fall in price (and vice-versa), elasticity of demand is said to be greater 
than unity Ed > 1.

 (iii) If total expenditure decreases with fall in price (and vice-versa), elasticity of demand, is said to be less 
than unity Ed < 1.

 (b) Proportionate or Percentage Method :

 Ed = 
Percentage change in quantity demanded

Percentage change in  price

 Ed = ( )− ×
∆
∆
Q
P

P
Q

 (c) Point Method or Geometric Method :

 Ed = 
Lower sector of the demand curve
Upper sector of the demand  curve

 

¾¾ Income Elasticity of Demand : Income Elasticity of Demand is defined as measurement of percentage in quantity 
demanded in response to a given percentage change in income of the consumer.

 Ed = 
Percentage change in quantity demanded

Percentage change in  income
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 Ed = ( ) ( )− = − ×
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¾¾ Cross Price Elasticity of Demand : Cross Price Elasticity of Demand is defined as measurement of percentage in 
quantity demanded of a commodity in response to a given percentage change in price of the related goods.

 Ed = 
Percentage change in quantity demanded of good 

Percentage
X

  change in price of good Y

 Ed = ( ) ( )− = − ×

∆
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∆
∆

Q
Q
P
P

Q
P

P
Q

X

X

Y

Y

X

Y

Y

X

Elasticity of Demand – Degrees and Factors

¾¾ Degrees of Price Elasticity of Demand

 z Perfectly Elastic Demand (Ed = ∞) : When there is an infinite demand at a particular price and demand 
becomes zero with a slight rise in the price, then demand for such a commodity is said to be perfectly elastic. 
In such a situation, demand curve is parallel to X-axis.

 z Perfectly Inelastic Demand (Ed = 0) : When change in price produces no change in demand, then such a 
demand is called perfectly inelastic demand. In this situation, demand curve is a straight line parallel to the  
Y-axis.

 z Unitary Elastic Demand (Ed = 1) : When percentage change in quantity demanded is equal to percentage 
change in price, then demand for such a commodity is said to be unitary elastic. Shape of demand curve is 
rectangular hyperbola and elasticity at every point on this curve is unity.

 z Highly Elastic Demand (Ed > 1) : When percentage change in price of a commodity causes greater percentage 
change in quantity demanded then demand is said to be highly elastic.

 z Relativity Inelastic Demand (Ed < 1) : When percentage change in price of a commodity causes relatively less 
than percentage change in quantity demanded then the demand is said to be inelastic.

¾¾ Factors Determining the Elasticity of Demand

 z	 Objective Factors : (1) Nature of commodity, (2) Existence of substitutes, (3) Alternative uses of a commodity, 
(4) Postponement of consumption, and (5) Joint demand.

 z Subjective Factors : (1) Habits of consumers, (2) Change in income of consumers, (3) Standard of living of 
people, (4) Share in total expenditure, and (5) Class of buyers.

 z Social Factors : (1) Distribution of National Income, and (2) Rationing System.

 z Price Factors : (1) General price level, and (2) Effect of time element.



CHAPTER-4
SUPPLY AND ELASTICITY OF SUPPLY

REVISION NOTES

Supply – Meaning and Determinants

¾¾ Supply : Supply refers to the quantity of a commodity that a firm is willing and able to offer for sale at a given 
price during a given period of time.
¾¾ Individual Supply : Individual supply refers to the supply of a particular commodity at a particular price by a 

single firm in the market.
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¾¾ Market Supply : Market supply refers to the supply of a particular commodity at a particular price by all the firms 
in the market.
¾¾ Supply Schedule : It is a tabular statement showing various quantities of a commodity being supplied at various 

levels of price, during a given period of time.
¾¾ Individual Supply Schedule : It is a schedule which represents different quantities of a commodity which an 

individual producer or seller is ready to supply at various possible prices at a given period of time.
¾¾ Market Supply Schedule : It is a schedule which represents the total quantity of a commodity that all producers 

will supply at each market price per period of time. It is a horizontal summation of individual supply schedules.
¾¾ Supply Curve : It is a graphical representation of the supply schedule.
¾¾ Individual Supply Curve : It shows the quantity supplied by an individual firm at various prices.
¾¾ Market Supply Curve : It shows the quantities supplied by all the firms taken together in a market at various 

prices.
¾¾ Supply Function : It refers to functional relationship between supply of a commodity and its determining factors.

 Sx = f {Px, Pr, Pf , G, Ex , T, Nf , Gp}
¾¾ Factors Affecting Supply :

 (1) Price of commodity
 (2) Price of related goods
 (3) Price of factor inputs
 (4) Goal of the firm
 (5) Expected change in price 
 (6) Technical knowledge
 (7) Number of firms in the industry
 (8) Government Policies

¾¾ Stock : It refers to total quantity of goods which is available with the sellers in the market at a particular point of 
time.

Law of Supply and Changes in Supply

¾¾ Law of Supply : Other things being constant, supply increases with rise in price and supply decreases with fall 
in price.
¾¾ Assumptions of Law of Supply : The Law of Supply assumes the following as constant:

 z Price of all related goods
 z Prices of input factors of production
 z Technique of production
 z Goals of the producer
 z Policies of the government
 z Expectations about the market

¾¾ Exceptions to the Law of Supply : (1) Rare commodities (like old coins, postal stamps, etc.), (2) Supply of labour, 
(3) Agricultural produce, (4) Future expectations about further changes in prices, and (5) Backward economies.
¾¾ Change in Supply : It is of two kinds :

 z Movement along a supply curve due to change  in prices.
 z Shifting of supply curve due to change in factors other than price.

¾¾ Movement Along the Supply Curve : Two types of movement :

 z Extension of Supply : Other things being constant, when supply increases due to increase in price only. It is 
termed as “Extension of Supply”.

 z Contraction of Supply : Other things being equal, when supply decreases due to decrease in price only, it is 
termed as “Contraction of Supply”. 

¾¾ Shifting of Supply Curve : Two types of shifting :
 z Increase in Supply : It refers to a rise in the supply of a commodity caused due to any factor other than the 

own price of the commodity.
 z Decrease in Supply : It refers to a fall in the supply of commodity caused due to any factor other than own 

price of the commodity.
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¾¾ Causes of Increase in Supply : 
 z Fall in the price of competing product
 z Fall in the price of factors of production
 z Improvements in technology
 z Increase in the number of firms in the market
 z Reduction in taxes or grant of subsidy

¾¾ Causes of Decrease in Supply : 
 z Obsolescence of technology
 z Increase in the prices of substitute
 z Increase in factor prices
 z Increase in taxation or withdrawal of subsidy
 z Decrease in the number of firms in the market.

Law of Supply and Changes in Supply
¾¾ Elasticity of Supply : It refers to the change in quantity supplied of a commodity in response to change in its 

price.

 eS = 
Percentage change in quantity supplied

Percentage change in  price

 eS = 

∆

∆
∆
∆

Q
Q
P
P

Q
P

P
Q

= ·

¾¾ Measurement of Elasticity of Supply : 
 z Percentage or Proportionate Method :

 eS = 
Percentage change in quantity supplied

Percentage change in  price

 eS = 

∆

∆
∆
∆

Q
Q
P
P

Q
P

P
Q

= ·

 z Geometric Method : Under this method, we can conceive following three possible situations of elasticity of supply:
 (a) Any straight line supply curve passing through the origin has value of elasticity equal to one eS = 1.
 (B) If straight line supply curve goes through the X axis, it is inelastic. eS < 1.
 (c) If a straight line supply curve goes through the Y axis, it is elastic or highly elastic eS > 1.

¾¾ Degrees of Elasticity of Supply :
	 z Perfectly Elastic Supply (eS = a) : When there is an infinite supply at a particular price and the supply 

becomes zero with a slight fall in price, then the supply of such a commodity is said to be perfectly elastic. 
 z Greater than Unitary Elastic Supply (eS > 1) : When the proportionate change in quantity supplied is more 

than proportionate change in price, elasticity of supply becomes greater than unity.
 z Unitary Elastic Supply (eS = 1) : When the proportionate change in quantity supplied is equal to the 

proportionate change in price, the elasticity of supply becomes equal to one.
 z Perfectly Inelastic Supply (eS = 0) : When no change in quantity supplied takes place even after any price 

change, elasticity of supply becomes zero.
 z Inelastic or Less than Unitary Elastic Supply (eS < 1) : When the proportionate change in quantity supplied 

is less than the proportionate change in price, elasticity of supply in less than unitary.
¾¾ Factors Influencing Elasticity of Supply : (1) Nature of commodity, (2) Cost of production, (3) Estimates of future 

prices, (4) Natural constraints, (5) Techniques of production, (6) Nature of inputs used, and (7) Time element.
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CHAPTER-5
CONCEPT OF PRODUCTION

REVISION NOTES

Concept of Production

¾¾ Production : Addition to utility should be regarded as production which brings about an addition in the value of 

goods.

¾¾ Production Function : Production Function is the functional relationship between physical input and physical 

output. In production function, only physical inputs are taken into consideration in relation to the physical 

output and the market prices are not included in it. 

 Qx = f{L,K}

¾¾ Short-run : Short-run refers to a period in which output can be changed by changing only variable factors. Fixed 

inputs like plant, machinery, building, etc. cannot be changed.

¾¾ Long-run : Long-run refers to a period in which output can be changed by changing all factors of production. A 

firm can change its production techniques, purchase new machinery, etc.  

¾¾ Types of Production Function : There are two types of production function:

 (i) Short Run Production Function or Returns to a Factor : It is related to short-run, when only one factor of 

production is variable and others are fixed. Since units of variable factors are increased continuously, so 

factor ratio changes in this production function.

 (ii) Long Run Production Function or Returns to Scale : It is related to long-run and all the factors are changed 

in same ratio. In this case, proportional relation between production and factors of production in the long-

run is called Returns to Scale. Here, scale of production changes.

¾¾ Total Product or Total Physical Product : Total production refers to total output produced by a firm during a 

given period of time with given number of inputs.

¾¾ Average Product : Average product refers to output per unit of a variable input. To get average product, we 

divide total product by amount of variable factor.

 AP = TP
L

¾¾ Marginal Product : Marginal Product is the change in Total Product resulting from the use of one more (or one 

less) unit of the variable input, keeping all other inputs constant. 

  MP = 
∆
∆
TP
N

 OR MPn = TPn – TPn–1

Law of Variable Proportions

¾¾ Law of Production or Law of Variable Proportion : Law of Variable Proportion states that as more and more of 

the variable factor is combined with the fixed factor, a stage must ultimately come when marginal product of the 

variable factor starts declining.

¾¾ Assumptions of the Law of Variable Proportion : (i) Short run, (ii) Factors can be substituted mutually, 

(iii) Technology is constant, (iv) All units of variable factors are homogeneous.

¾¾ Stages of Law of Variable Proportion : According to this law, there are three stages of production :

 (i) First Stage : TP increases at an increasing rate and MP rises till it reaches its maximum point.
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 (ii) Second Stage : Total product increases at a decreasing rate and reaches maximum, and MP becomes zero.

 (iii) Third Stage : Total product also decreases and marginal product becomes negative.

¾¾ Causes of the Operation of Law of Variable Proportion : (i) Indivisibility of factors, (ii) Division of Labour or 

specialisation, (iii) Imperfect substitute, (iv) Change in factor ratio.

¾¾ Can the Law of Diminishing Returns be Postponed ? : Improvement in technique of production and discovery 

of fixed factor substitute can postpone the operation of Law of Diminishing Returns for some time, but ultimately 

it will apply.

¾¾ Causes of Increasing Returns to a Factor : (i) Full utilization of fixed factors of production, (ii) Better coordination 

between fixed and variable factors, (iii) Improved efficiency of variable factors.

¾¾ Causes of Diminishing Returns to a Factor : (i) Presence of fixed factors, (ii) Poor coordination between fixed and 

variable factors, (iii) Imperfect substitution of variable factors.

¾¾ Relationship between Average Product (AP) and Marginal Product (MP) :

 z AP increases when MP is greater than AP.

 z AP is at its maximum when both MP and AP are equal.

 z AP decreases when MP in less than AP.

 z MP can be positive, zero or negative, but AP is always positive. 

¾¾ Relationship between Total Product (TP) and Marginal Product (MP) :

 z When MP increases, TP increases at an increasing rate.

 z When MP decreases, TP increases at a diminishing rate.

 z When MP is constant, TP increases at a constant rate.

 z When MP is zero, TP is maximum.

 z When MP is negative, TP declines.

Know the Term
¾¾ Point of inflexion : It is the point upto which the TP increases at an increasing rate and then increases at a 

diminishing rate. In other words, it is the point at which the slope of TP curve changes.



CHAPTER-6
COST, REVENUE AND PRODUCER'S EQUILIBRIUM

REVISION NOTES

Cost Concepts

¾¾ Cost : It refers to the expenditure incurred by a producer on the factor as well as non-factor inputs for a given 
amount of output of a commodity.
¾¾ Cost Function : A Cost Function shows the functional relationship between output and cost of production. It is 

given as :

  C = f(Q)

¾¾ Production Cost : It refers to the expenditure incurred by a producer used in the process of production on factor 
as well as non-factor inputs.
¾¾ Explicit Cost : Explicit Cost are those cash payments which firms make to outsiders for their services and goods.
¾¾ Implicit Cost : Implicit Cost are the costs of entrepreneur’s own factors or resources.
¾¾ Accounting Cost or Money Cost: The money cost of producing a certain output of a commodity is the sum of all 

the payments to the factors of production engaged in the production of that commodity.
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¾¾ Opportunity Cost : Opportunity cost is the cost of the next best alternative foregone.
¾¾ Real Cost : Real cost is the qualitative sum of all the efforts made by the owners of factor of production.
¾¾ Social Cost : Social cost is the cost that the society has to bear for production of a commodity. Social cost = Private 

cost + External cost. Examples of such costs are pollution, etc.
¾¾ Short Run cost : The cost incurred by a producer in the short run. These are classified as Total Cost, Average Cost 

and Marginal Cost.
¾¾ Total Fixed Costs or Supplementary Cost : Fixed Cost are the sum total of expenditure incurred by the producer 

on the purchase of fixed factors of production.
¾¾ Total Variable Costs : Variable Costs are the expenditure incurred by the producer on the use of variable factors 

of production.
¾¾ Total Costs : It is the total expenditure incurred by a firm on the factors of production required for the production 

of a commodity. 

  TC = TFC + TVC

¾¾ Average Costs : Cost per unit of output is called Average Cost. It is obtained by dividing the total cost by the 
quantity of output.

  AC = TC
Q

¾¾ Average Fixed Cost (AFC) : It is defined as the fixed cost of producing per unit of the commodity. It is obtained 
by dividing TFC by the level of output.

  AFC = TFC
Q

¾¾ Average Variable Cost (AVC) : It is defined as the variable cost of producing per unit of commodity. It is obtained 
by dividing TVC by the level of output.

  AVC = TVC
Q

¾¾ Marginal Cost : Marginal cost is the addition made to the total cost by the production of one more unit of a 
commodity.

  MC = TCn – TCn–1

 or  MC =
 

TC TVC
Q Q

∆ ∆
=

∆ ∆

¾¾ Relationship between AC and MC :
  Both are derived from TC.
  When AC falls, MC is lower than AC.
  When AC rises, MC is greater than AC.
  MC cuts AC at its minimum point.

¾¾ Relationship between TC and MC :

  MC is the addition to total cost, when one more unit of output is produced. MC is calculated as;

  MCn = TCn – TCn–1

  TC increases at an increasing rate when MC is increasing.
  TC increases at a constant rate when MC is constant.
  TC increases at a diminishing rate when MC is decreasing.

¾¾ Relationship between TC, TFC and TVC :
  TC is the sum total of TFC and TVC, i.e. TC = TFC + TVC.
  At zero level of output, TVC is zero, so TVC curve starts from origin.
  At zero level of output, TFC is not zero, so TFC curve starts from a point F on the y-axis, above the origin.
  At zero level of output, TC = TFC.
  The difference between TC and TVC is TFC, which is constant. So, TC and TVC curves are parallel to each 

other.
  Both TC and TVC curves rise at a diminishing rate and then at an increasing rate.
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¾¾ Long Run costs : The costs incurred by a producer in the long run. Since all factors of production are variable in 
long run, so there is no fixed costs in the long run.
¾¾ Long Run Average Cost : It is the sum total of the minimum levels of short run average costs at various levels of 

outputs.
¾¾ Long run Marginal Cost : Long Run Marginal Cost is the addition made to the total cost by the production of one 

more unit of a commodity when all factors of production are variable.

Revenue Concepts

¾¾ Revenue : Amount received by the producer upon sale of the output during a given period. Revenue includes 
cost incurred by the producer and the profit earned.
¾¾ Total Revenue : The total money receipts of a firm from the sale of a given output is called Total Revenue.
¾¾ Average Revenue (AR) : Average revenue is the per unit revenue received from the sale of one unit of a 

commodity.

AR = 
TR
Q

¾¾ Average revenue curve and demand curve are one and same thing.
¾¾ Average revenue is also called firms price line.
¾¾ AR Curve is Firm’s Demand Curve : Firm’s demand curve is a curve showing relationship between price of the 

products and its quantity demanded in the market.
¾¾ Marginal Revenue : Marginal revenue is the change in total revenue which results from the sale of one more or 

one less unit of output.
   MR = TRn – TRn–1

 Or,  MR = 
∆
∆
TR
Q

¾¾ Negative (MR) : It is possible only when price is declining under monopoly or monopolistic competition. It is not 
possible in case of perfect competition, where price remains constant for a firm.
¾¾ Revenue Curves in Different Markets :
¾z In perfect competition, AR is a horizontal line parallel to ‘X’ axis. It is equal to MR and TR curve is a straight 

positively sloping line from the origin and TR increases in same proportion as increase in output sold.
¾z The area below the price line is total revenue in perfect competition.
¾z In monopoly and monopolistic competition, AR and MR both are downward sloping and MR is always below 

AR. The main difference in these two markets is that in monopolistic competition, AR and MR curve is more 
elastic than monopoly.

¾¾ Relationship between TR and MR :
¾z Initially or at first unit TR = MR.
¾z When TR increases at increasing rate, then MR also increases.
¾z When TR increases at constant rate, MR is also constant.
¾z When TR increases at a diminishing rate, then MR declines.
¾z When TR is maximum, MR is zero.
¾z When TR declines, MR is negative.

¾¾ Relationship between AR and MR :
¾z If AR is constant, AR = MR.
¾z If AR is diminishing, AR > MR.
¾z MR can be negative, but not AR. AR is always positive.

¾¾ AR Curve is a Horizontal Straight Line under Perfect Competition : A firm under perfect competition is a price 
taker. It cannot influence/change the market price, implying a constant AR for a firm corresponding to all levels 
of output.
¾¾ AR Curve Slopes Downwards under Conditions of Monopoly and Monopolistic Competition : Under 

monopoly and monopolistic competition, more of the commodity can be sold only at a lower price. This implies 
an inverse relationship between price of the commodity and demand for the firm’s output. Hence, a downward 
sloping firm’s demand curve.
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CHAPTER-7
MAIN MARKET FORMS

REVISION NOTES

Main Market Forms
¾¾ Meaning of Market : Market may be defined as an arrangement of establishing effective relationship between 

buyers and sellers of the commodities.
¾¾ Types of Market : On the basis of competition : (1) Perfect competition, (2) Monopoly,  

(3) Monopolistic competition, (4) Oligopoly and (5) Monopsony.
¾¾ Perfect Competition : It is defined as the situation in which large number of sellers sell homogeneous product at 

uniform price in the market.
¾¾ Characteristics or Features of Perfect Competition : (1) Large number of buyers and sellers,  

(2) Homogeneous product, (3) Free entry and exit, (4) Perfect knowledge, (5) Perfect mobility of factors of 
production, (6) Absence of transportation cost, (7) No selling cost, (8) Uniform prices, and (9) Horizontal average 
and marginal revenue curves.
¾¾ Features of Pure Competition : First three conditions of perfect competition only.
¾¾ Two important conclusions of Perfect Competition Market : (1) Firm is price taker not maker, (2) Perfectly elastic 

demand curve.
¾¾ Imperfect Competition : It is defined as the situation in which some characteristics of perfect competition are 

present and some characteristics are missing. Monopoly, Monopolistic Competition and Oligopoly are types of 
Imperfect Competition markets.
¾¾ Monopoly : Monopoly is that market situation in which a firm has the sole right over production or sale of the 

product and it has no competitor. Firm under Monopoly is the price maker.
¾¾ Features of Monopoly : (1) Single seller and large number of buyers, (2) Firm and industry are synonymous, (3) No 

close substitutes, (4) Closed Entry of New firm, (5) Negatively sloped AR and MR curves, (6) Price discrimination 
possible, (7) Full control over supply of goods, and (8) Abnormal profit in the long run.
¾¾ Reasons for emergence of Monopoly : (a) Government licensing (b) Patent Rights (c) Cartel (d) Control on raw 

materials.
¾¾ Monopolistic Competition : Large number of sellers selling differentiated products.
¾¾ Characteristics of Monopolistic Competition : (1) Large number of firms, (2) Product differentiation, (3) Free 

entry and exit of firms, (4) Selling Cost, (5) Non-price competition, (6) Sales techniques, (7) Absence of collective 
action, (8) Consumer’s attachment, (9) Price policy of a firm, (10) Lack of perfect knowledge.
¾¾ Oligopoly : It is a situation in which there exists few firms producing either homogeneous or differentiated 

products in a given line of production.
¾¾ Main Features of Oligopoly : (1) Few Sellers, (2) Monopoly Power, (3) Interdependence, (4) Indeterminate 

Demand curve, (5) Role of selling costs, (6) Lack of uniformity, (7) Price rigidity, (8) Non-price competition, (9) 
Barriers to entry of firms, (10) Nature of product.
¾¾ Shapes of Firm’s Demand Curve Under Different Markets :

 (i) It is a horizontal straight line under perfect competition. It signifies that elasticity of demand ed = ∞.
 (ii) It slopes downwards under monopoly. Relatively less elastic. This is because there are no close substitutes 

of the monopoly product in the market.
 (iii) It slopes downwards under monopolistic competition but it is relatively more elastic than under monopoly. 

This is because there is a large number of close substitutes of a product in monopolistic competition.
 (iv) It is indeterminate under oligopoly. This is because of a high degree of interdependence between the firms. 

Price and output policy of one firm significantly impacts the price and output policy of the rival firms in the 
market.

¾¾ Monopsony : Monopsony is that market situation in which there is only a single buyer for the commodity. The 
sole buyer has no competing buyers for the product that he is purchasing from the firm.
¾¾ Features of Monopsony : (1) Single buyer and large number of sellers, (2) Homogeneous product, (3) Full control 

over price of goods, and (8) Immobility of factors of production.
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Market Mechanism
¾¾ Equilibrium is a state in which market demand is equal to market supply. 
¾¾  Equilibrium refers to that point which has come to be established under a
¾¾ given condition of demand and supply and has a tendency to stick to that level, i.e. where Demand = Supply.
¾¾  Equilibrium Price is the price at which market demand is equal to market supply.
¾¾  Equilibrium Quantity is the quantity which corresponds to equilibrium price.
¾¾  Effect of Change in Demand: Increase in demand raises and decrease in demand lowers the equilibrium price. 

Also, equilibrium quantity will increase when demand increases and will decrease when demand decreases. An 
increase in demand leads to rightward shift of demand curve. A decrease in demand leads to leftward shift of 
demand curve.
¾¾  Effect of Change in Supply: Increase in supply causes a fall in equilibrium price and decrease in supply causes a 

rise in equilibrium price. Equilibrium quantity will increase if supply increases and decrease if supply decreases. 
An increase in supply leads to rightward shift of supply curve. A decrease in supply leads to leftward shift of 
supply curve.
¾¾  Effect of a Simultaneous Change in Demand and Supply on Equilibrium Price
¾¾  When demand increase more than supply, equilibrium price will increase.
¾¾  When demand and supply increases equally, equilibrium price remains constant.
¾¾  When supply increases more than demand, equilibrium price falls.
¾¾  Disequilibrium is a situation where demand is not equal to supply. 
¾¾  Simple Applications of Tools of Demand and Supply

(a) Price Ceiling (Maximum Price Ceiling): When the government imposes upper limit on the price (maximum 
price) of a good or service which is lower than equilibrium price is called price ceiling. Price ceiling is generally 
imposed on necessary items like wheat, rice, kerosene etc.

(b) Price Floor (Minimum Price Ceiling): When the government imposes lower limit on the price (minimum 
price) that may be charged for a good or service which is higher than equilibrium price is called price floor. 
Price Floor is generally imposed on agricultural price support programmes and the minimum wage legislation.




