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   ON TIPS
 NOTES

UNIT 1: MICRO ECONOMIC THEORY

Chapter 1: Demand

Key Points and Concepts

		Demand : Demand is the quantity of a commodity that a consumer is willing and able to buy, at each 
possible price during a given period of time.

		The definition of demand highlights four essential elements of demand:
(a) Quantity of the commodity
(b) Willingness to buy
(c) Price of the commodity
(d) Period of time

		Quantity Demanded : It refers to a specific quantity of a commodity to be purchased against a specific 
price.

		Demand Schedule : Demand schedule is a tabular statement showing various quantities of a commodity 
being demanded at various levels of price, during a given period of time. It shows the relationship 
between price of the commodity and its quantity demanded.

		Types of demand schedule :
(a) Individual Demand Schedule : Individual demand schedule refers to a tabular statement showing 

various quantities of a commodity that a consumer is willing to buy at various levels of price, during 
a given period of time.

(b) Market Demand Schedule : Market demand schedule refers to a tabular statement showing various 
quantities of a commodity that all the consumers are willing to buy at various levels of price, during 
a given period of time. It is the sum of all individual demand schedules at each and every price.

		Demand curve : Demand curve is a graphical representation of demand schedule. It is the locus of all 
the points showing various quantities of a commodity that a consumer is willing to buy at various levels 
of price, during a given period of time, assuming no change in other factors.

		Types of demand curve:
(a) Individual Demand Curve: Individual demand curve refers to a graphical representation of 

individual demand schedule.
(b) Market demand Curve : Market demand curve refers to a graphical representation of market 

demand schedule. It is obtained by horizontal summation of individual demand curves.
		Demand function : Functional relationship between quantity demanded for a commodity and its 

various determinants. Dx = f (Px, Pr, Y, T, E)

Note making is a skill that we use in many walks of life : at school, university and in the world 
of work. However, accurate note making requires a thorough understanding of concepts. We, at 
Oswaal, have tried to encapsulate all the chapters from the given syllabus into the following 
ON TIPS NOTES. These notes will not only facilitate better understanding of concepts, but will also 
ensure that the each and every concept is taken up and every chapter is covered in totality. So go 
ahead and use these to your advantage… go get the OSWAAL ADVANTAGE!!
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		Normal goods : Those goods, demand for which increases when income of the consumer increases and 

vice versa.
		Inferior goods : Those goods, demand for which decreases when income of the consumer rises and vice 

versa.
		Law of Demand : Other things being constant. There is inverse relationship between price and the 

quantity demanded of a commodity.
		Reasons behind Law of Demand or downward sloping demand curve:

(a) Income effect
(b) Law of Diminishing Marginal Utility
(c) Substitution effect
(d) Number of consumers
(e) Alternative uses of a commodity.

		Exceptions to Law of Demand : 
(a) Giffen goods 
(b) Necessary goods
(c) Status symbol products
(d) Future expectations
(e) Ignorance of buyers
(f) Emergencies

		Change in Demand or Shift in Demand Curve : It refers to increase or decrease in demand for a 
commodity in response to change in other determinants of demand other than the price of the 
commodity. When more is demanded at the same price, there is rightward shift in demand curve and is 
a situation of Increase in demand. When less is demanded at the same price it is a situation of Decrease 
in demand and there is leftward shift in demand curve.

		Change in quantity demanded or Movement along Demand curve : It occurs when changes in quantity 
demanded are related to changes in price of the commodity other things remains constant.

		Extension of Demand and Contraction of Demand : When there is decrease in price of a commodity 
there is increase in demand of that commodity. This is called extension of demand. When there is 
increase in price of a commodity, there is decrease in the demand for that commodity. This is called 
contraction of demand. Thus demand varies in opposite direction due to change in price.

		Giffen goods : Those inferior goods whose income effect is negative but price effect is positive.

Chapter 2: Theory of Consumer Behaviour & Equilibrium

		Utility : The want satisfying capacity of a commodity is called its utility.
		Total Utility : It is the sum total of utility derived from the consumption of all the given units of a 

commodity TU = ΣMU.
		Marginal Utility : Additional utility derived by the consumption of one additional unit of a commodity 

is called Marginal utility. MU = TUn – TUn–1 or TU/Q
		Law of Diminishing Marginal Utility (DMU) : According to the Law of Diminishing Marginal Utility, 

marginal utility of a good diminishes as an individual consumes more units of a good. In other words, 
as a consumer takes more units of a good, the utility or satisfaction derived from the successive units 
keeps on decreasing.

		Assumptions of the law :
(a) Homogeneous units of commodity
(b) Continuous consumption without any time lag
(c) Standard units of commodity
(d) No change in tastes, preferences, or income of the consumer
(e) No change in the prices of the substitute goods
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(f) Consumer is rational and wants to maximise his satisfaction.
(g) Marginal utility of money remains constant.
(h) Marginal utility of money is a rupee worth satisfaction that a consumer expects to get by spending 

it on goods and services.
		Exceptions to Law of Diminishing Marginal Utility :

(a) Rare commodities, monuments, antiques, etc.
(b) Alcoholic drinks
(c) Classical music and literary work
(d) Miser man
(e) Hobbies of collecting coins, stamps, etc.

		Consumer Equilibrium : It refers to a situation when a consumer maximises his satisfaction out of his 
given income and has no tendency to make any change in his existing expenditure.

		There are two approaches of consumer equilibrium : cardinal approach and ordinal approach.
		Cardinal Utility Approach :

(a) Determination of consumer equilibrium in case of single commodity
Conditions of consumer equilibrium : When the ratio of marginal utility of a commodity and its 
price are equal to marginal utility of money. Symbolically

MU
P

=MUx

x
m

Where,
MUx = marginal utility of commodity ‘x’ in units
MUm = marginal utility of money in terms of units
Px = price of the commodity ‘x’ in Rupee

		If MUx > Px; the consumer will increase the consumption of ‘x’ commodity till MUx equals to Px. If 
MUx < Px; the consumer will decrease the consumption of ‘x’ commodity till MUx = Px.

		(b) Determination of consumer equilibrium in case of two commodities : It is Law of Equi-Marginal 
Utility. The law of equi-marginal utility states that a consumer attains equilibrium by spending his given 
income on two commodities in such a way that the ratio of their marginal utilities is equal to the ratio 
of their prices.

		Conditions of Equilibrium :
(a) When ratio of marginal utility to price in case of each good is same :

 

MU
P

=
MU

P
x

x

x

x
 = MUm (Marginal utility of money)

(b) At the equilibrium point, the money spent is just equal to income   Px . Qx + Py.Qy = M
(c) Marginal utility of a good decreases as more of it is consumed.

		Ordinal approach : The indifference curve approach (given by Hicks and Allen) is based on ordinal 
utility i.e., a consumer can rank his preference or order to various combinations of two goods.

		Assumptions of IC analysis : 
(a) Rational behaviour of consumer to maximise satisfaction from his expenditure.
(b) Utility can’t be measured in cardinal numbers, it can be ranked. Thus, it assumes ordinal 

measurement of utility.
(c) Consumer’s preferences are monotonic which means that a consumer always prefer larger 

combination of good than smaller bundle. Consumer choices are assumed to be transitive.
(d) Tastes of the consumer remains constant.

		Consumer’s Budget : It is real purchasing power of the consumer from which he can buy certain 
quantitative bundles of two goods at a given price.
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		Budget set : It refers to attainable combinations of a set of two goods, with the given prices of goods and 

income of the consumers.
		Budget line : It is a line showing different possible combinations of Good ‘X’ and Good ‘Y’ which a 

consumer can buy with his given income and given prices of good X and good Y. It is also known as 
price line as it shows price ratio between good X and good Y. It’s slope is equal to Px/Py

		Equation of budget line = Px Qx + Py Qy = M
  Where, Px = price of Commodity X, Py = price of Commodity Y, Qx = quantity of Commodity X; 

Qy=quantity of Commodity Y, M= Money income of the consumer.
		Properties of Budget Line (Price line) :

(a) It is negatively sloped straight line.
(b) The slope of budget line is equal to price ratio of two commodities.
(c) It changes its position with the changes in prices of either of the commodities or changes in the 

income of the consumer..
		Indifference map : Indifference map is a group of indifference curves showing different levels of 

satisfaction.
		Slope of Indifference curve or Marginal rate of substitution : The slope of IC shows the MRSxy which 

means the rate at which the consumer is willing to sacrifice the amount of Y commodity to get one 
additional unit of commodity X without changing the level of satisfaction.

  
MRS

units of  sacrificed
gain of 'X'

xy
Y
X

Y
=
∆
∆

=
' '

		Properties of Indifference Curve :
(a) An IC slopes downwards from left to right.
(b) ICs are convex to the point of origin.
(c) IC never touches X-axis or Y-axis.
(d) Two indifference curves never intersect each other.
(e) Higher IC represents higher level of satisfaction.

		Conditions of consumer’s equilibrium using IC analysis : 
(a) MRS = Ratio of Prices Px/Py. At the equilibrium point the budget line should be tangent to the 

highest possible IC.
(b) At the point of equilibrium, the slope of IC (MRS) should be equal to slope of Budget line (Px/Py).
(c) Diminishing MRSxy : MRSxy should be diminishing at the point of equilibrium.
(d) Income = Expenditure : At the equilibrium point, the money spent is just equal to income. So, 

Px.Qx + Py.Qy = M.

Chapter 3: Elasticity of Demand

		Elasticity of Demand : The concept of elasticity of demand, refers to the degree of responsiveness of 
quantity demanded of a goods to a change in its price, income and prices of related goods. Accordingly, 
there are three concepts of demand elasticity: price elasticity, income elasticity, and cross elasticity.

		Price Elasticity of Demand : Price elasticity of demand refers to the responsiveness of quantity 
demanded of a good to the change in its price.

  
Price Elasticity=

Proportionate change in quantity demanded  
Proportionate change in price
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Change in quantity demanded
Quantity demanded

Change in pricee
Price of the commodity

       Or, in symbolic terms

   

E

Q
Q
P
P

Q
P
×
P
Qd = − = −( ) ( )

D

D
D
D

		Degrees of Elasticity of Demand
(a) Perfectly elastic demand (Ed = ∞) : When a small change in price of a product causes a major 

change in its demand, it is said to be perfectly elastic demand. In perfectly elastic demand, a small 
rise in price results in fall in demand to zero, while a small fall in price causes increase in demand 
to infinity. In such a case, the demand is perfectly elastic. It is shown by a horizontal straight line 
parallel to X-axis.

P D

Y

XO

Price

Quantity Demanded

e=∞

Perfectly Elastic Demand

(b) Perfectly inelastic demand (Ed = 0) : A perfectly inelastic demand is one when there is no change 
produced in the demand of a product with change in its price. The numerical value for perfectly 
inelastic demand is zero. It is shown by a vertical straight line parallel to Y axis.

P1

Y

XO

Price

Quantity

e=0

D

P2

P3

D
Q

Perfectly Inelastic Demand
Demanded

(c) Unitary elastic Demand (Ed = 1) : When the proportionate change in demand brings the same 
change in the price of the product, the demand is referred as unitary elastic demand. 
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P1

P2

Q2
Q1

D

D

O
X

e=1

Unitary Elastic Demand

(d) Highly elastic Demand (Ed>1) : Relatively high elastic demand refers to the demand when the 
proportionate change produced in demand is greater than the proportionate change in price of a 
product. The numerical value of relatively elastic demand ranges between one to infinity. 

P1

P2

Q1 Q2

Relatively Elastic Demand

(e) Highly Inelastic Demand (Ed < 1) : Relatively inelastic demand is one when the percentage change 
produced in demand is less than the percentage change in the price of a product. For example, if the 
price of a product increases by 30% and the demand for the product decreases only by 10%, then 
the demand would be called relatively inelastic. The numerical value of relatively elastic demand 
ranges between zero to one.

Y

D

D

Q2Q1O

P2

P1

P
ri

ce

Quantity Demanded

X

Relatively Inelastic Demand
		Factors affecting Elasticity of Demand : 

(a) Nature of commodity 
(b) Availability of substitutes 
(c) Different uses of commodity 
(d) Postponement of use 
(e) Income level of buyers 
(f) Habit of consumers 
(g) Time period 
(h) Proportion of income spent on a commodity 
(i) Price level
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		Income Elasticity of Demand : Income elasticity of demand may be defined as the ratio of the 
proportionate change in the quantity demanded of a commodity to a proportionate change in the 
income of the consumer. Thus, income elasticity of demand, of any commodity is:

    ey  = Percentage change in the quantity of commodity 'X'
Percentagge change in the income of the consumer

  Or,   ey = 

D
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×

		Cross Elasticity of Demand: The degree of responsiveness in the demand for one good to the change 
in the price of the other good (substitute or complement) is called the cross elasticity of demand.

    ec = 
Percentage change in the quantity demanded of commodity 'X''

Percentage change in the price of commodity 'Y'

  Or,                                   
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		Expenditure or Total Outlay Method of Elasticity of Demand: Dr. Marshall has evolved the total 
expenditure method to measure the price elasticity of demand. According to this method, elasticity of 
demand can be measured by considering the change in price and the subsequent change in the total 
quantity of goods purchased and the total amount of money spent on it.

		There are three possibilities:

(i) If with a fall in price (demand increases) the total expenditure increases or with a rise in price 
(demand falls), the total expenditure falls, in that case the elasticity of demand is greater than one 
i.e. Ed > 1.

(ii) If with a rise or fall in the price (demand falls or rises respectively), the total expenditure remains 
the same, the demand will be unitary elastic or Ed = 1.

(iii) If with a fall in price (Demand rises), the total expenditure also falls, and with a rise in price (Demand 
falls) the total expenditure also rises, the demand is said to be less classic or elasticity of demand is 
less than one (Ed < 1).

		Point or Geometric Method: Geometric method was suggested by Prof. Marshall and is used to 
measure the elasticity at a point on the demand curve. When there are infinitely small changes in price 
and demand, then the ‘Geometric Method’ is used. This method is also known as ‘Graphic Method’ or 
‘Point Method’ or ‘Arc Method’. Elasticity of demand (Ed) is different at different points on the same 
straight line demand curve.

		In order to measure Ed at any particular point, lower portion of the curve from that point is divided by 
the upper portion of the curve from the same point.

		Formula: Elasticity of Demand (Ed) = Lower segment of demand curve (LS) / Upper segment of demand 
curve (US)
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		Diagrams:

    

Chapter 4: Supply and Elasticity of Supply

		Supply : Supply means the quantities that a seller is willing and able to sell at different prices

		Market Supply : Total quantity of a commodity that all the producers are willing to sell at a given price 
and in a given period of time.

		Supply Schedule : Supply schedule is a tabular statement showing various quantities of a commodity 
being supplied at various levels of price, during a given period of time.

		Individual Supply Schedule: Individual supply schedule refers to a tabular statement showing various 
quantities of a commodity that a producer is willing to sell at various levels of price, during a given 
period of time.

		Market Supply Schedule: Market supply schedule refers to a tabular statement showing various 
quantities of a commodity that all the producers are willing to sell at various levels of price, during a 
given period of time. It is obtained by adding all the individual supplies at each and every level of price.

		Supply Curve : Graphical presentation of supply schedule.

		Supply function : Functional relationship between quantity supplied of a commodity and factors 
affecting it.

		Factors affecting supply : Own price, price of related goods, number of firms in industry, price of 
factors of production, state of technology, Government policy, etc.

		Law of supply : The law of supply states that, other things being remain constant, the quantity supplied 
varies directly with the price of the commodity. When price rises, the quantity supplied rises, and when 
price falls, the quantity supplied also falls. 

		Other Things remain constant : ‘Other things remain constant’ refer to the factors that influence 
the market supply of a commodity, such as the prices of other commodities, the prices of factors of 
production, the state of technology and the goals of producers. All these factors are assumed to be 
constant. These are the assumptions of the law of supply.

		Movement along supply curve : Refers to extension and contraction of supply of a commodity.

		Extension of Supply : ‘When the price of a commodity increases its quantity supplied also increases it 
is called the extension of supply.

		Contraction of Supply : ‘When the price of commodity decreases, the quantity supplied of it also 
decreases it is called the contraction of supply. 
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		Shift in Supply : Shows increase or decrease in supply in response to change in other determinants of 
supply other than its own price.

		Increase in Supply : When there is an increase in supply, demand remaining unchanged, the supply 
curve shifts towards right from SS to S1S1

S1

D

D S

S

S1

E

E1

Q Q1
X

Y

0
Quantity demanded and 
      supplied (in units)

Pr
ic

e 
(in

 `
)

P

P1

New Equillibrium
is determined at E1
Equilibrium Price
falls from OP to OP1
Equilibrium Quantity
rises from OQ to OQ1

Increase in Supply

		Decrease in Supply: When the supply decreases, demand remaining unchanged, then supply curve 
shifts to the left from SS to S2S2

S1

E1
P1

S1

Q1

E1

P1

Q1

		Price elasticity of supply  : It is defined as ratio of percentage change in quantity supplied of a commodity 
to a percentage change in its price.

		Measurement of Elasticity of Supply :
(i) Percentage or Proportionate Method :

 
e

Change in ices =

Change in Supply
Initial Supply
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=
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(ii) Geometric Method : According to geometric method, elasticity is measured at a given point on the 

supply curve. This method is also known as ‘Arc Method’ or ‘Point 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 a 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).

		Perfectly elastic supply  :  (ES = ∞) It is a situation of infinite change in quantity supplied due to a very 
small change in price. Supply curve is a horizontal straight line parallel to x-axis..

Es

		Perfectly inelastic supply (ES = 0) : It is situation of no change in quantity supplied in response to 
change in the price. Supply is vertical straight line.

P1

P2

P

O Q X

SS

Y Perfectly Inelastic Supply
(ES=0)

Pr
ic

e 
(in

 `
)

Quantity Supplied
(in units)

		Unitary elastic supply (ES = 1) : When % change in quantity supplied of a commodity is equal to 
percentage change in price. Supply curve shoots from origin.

Es
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		Highly elastic supply (ES > 1) : When % change in quantity supplied of a commodity is greater than 
percentage change in price supply curve shoots from Y-axis.

		Less inelastic supply (ES < 1) : When % change in quantity supplied of a commodity is less than 
percentage change in price supply curve shoots from X-axis.

Es

Chapter 5: Market Mechanism

		Market equilibrium : Market Equilibrium is determined when the quantity demanded of a commodity 
becomes equal to the quantity supplied. The price determined corresponding to market equilibrium is 
known as equilibrium price and the corresponding quantity is known as equilibrium quantity.

Price (`)
Demand
(Units)

Supply (Units)
Surplus (+) or

Shortage (-)
Resulting
Tendency

1 5 1 (-) 4 Expansion

2 4 2 (-) 2 Expansion

3 3 3 0 Market Equilibrium

4 2 4 (+) 2 Contraction

5 1 5 (+) 4 Contraction
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Market Equilibrium
is determined at point E

Equilibrium Price
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		Equilibrium price : It is the price at which market equilibrium (Dx= Sx) is reached.

		Equilibrium quantity  : It is the quantity of a commodity which is bought (demanded) and sold 

(supplied) at an equilibrium price.

		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.

  In Case of Perfectly Elastic Supply : Increase or decrease in demand for a commodity does not cause 

any change in its price, only results in a change in equilibrium quantity.

  In Case of Perfectly Inelastic Supply : Increase or decrease in demand causes a change in the price of 

the commodity only. Equilibrium quantity remains constant.

  (i) Price Unchanged (ii) Quantity Unchanged
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		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. However : 

(i) In Case of Perfectly Elastic Supply : Increase or decrease in demand for a commodity does not 

cause any change in its price, only results in a change in equilibrium quantity.
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(ii) In Case of Perfectly Inelastic Supply : Increase or decrease in demand cause a change in the price 
of the commodity only, but the equilibrium quantity remains the same.

 (i) Price Unchanged (ii) Quantity Unchanged
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P
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		Effect of a simultaneous change in Demand and supply in equilibrium Price :
 When demand increase more than supply, equilibrium price will increase.
 When demand and supply increases equally, equilibrium price remains constant.
 When supply increases more than demand, equilibrium price falls.

You Must know

Logic

Quantity Demanded and Supplied

.
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Quantity Demanded and Supplied

		Excess Demand  : At a given price the amount by which the quantity demanded of a commodity exceeds 
the quantity supplied. i.e., (D > S)
 In such situations market price is less than equilibrium price.
 Excess demand will create competition among buyers.
 This leads to rise in the price, which in turn will bring fall in demand and increase in supply.
 These changes will continue till Dx = Sx, i.e., market reaches equilibrium point.

		Excess supply : At a given price when the market supply of a commodity is more than the market 
demand i.e. (S>D)
 In such situations market price is more than equilibrium.
 Excess supply will create competition among sellers.
 This leads to fall in price. Which in turn will lead to increase in demand and decrease in supply.
 These changes continue till the market reaches equilibrium where Dx = Sx.
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		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.
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		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.
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P1
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Quantity Demanded and 
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Chapter 6 : Production Function

		Production function : It studies the functional relationship between physical inputs and physical output 
of a commodity.

		The general form of production function is, q = f ( x1, x2)
		where, q = output, x1 = 1 input like labour, x2= another input like machinery.
		Variable Factors : Variable factors refer to those factors, which can be changed in the short run. They 

vary directly with the output. For example, Labour, raw material, etc.
		Fixed Factors : Fixed factors refer to those factors which cannot be changed in the short run. They do 

not vary directly with the output. For example, Capital, land, plant and machinery, etc.
		Short Period : A short period refers to the period of time in which a firm cannot change some of its 

factors like plant, machinery, building, etc. due to insufficiency of time but can change any variable 
factor like labour, raw material, etc. Thus, in short run, there will be some factors of production that are 
fixed at predetermined levels, e.g., a farmer may have fixed amount of land.

		Long Period : A long period is a time period during which a firm can change all its factors of production 
including machines, building, organization, etc. In other words, it is a period of time during which 
supplies can adjust itself to change in demand.

		Short Run Production function or law of returns to a factors : Short run production function can be 
defined, when application of one factor is varied while all the other factors are kept fixed (constant). 
The law that operates here, is known as “law of returns to a factor”. In this factor ratio that is, land-
labour ratio changes. For example, on 5 acres of land, 10 labour can be employed. So, initially factor ratio 
will be 5 : 1, when we employ another labour, the factor ratio changes to 5 : 2. So, factor ratio changes 
during short period.

		Long Run production function or return to scale : Long run production function can be defined as, 
when application of all the factors is varied (changed) in the same factor proportion, the law that operates 
in such a situation is known as law of returns to scale’.

		Total Physical Product  : Total product (TP) is the total volume of a commodity produced by a firm with 
given inputs during a given period TP = SMP or TP = AP × L (Units of variable input).

		Average Physical Product : Per unit product of a variable input AP = TP/L.
		Marginal Physical Product : It is the change in TP when an additional unit of variable factor (labour) is 

employed. MPn = TPn – TPn-1

		Law of Variable Proportion : The law of variable proportion states that as we increase the quantity of 
only one input, keeping other inputs fixed, the total product increases at an increasing rate (convex 
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shape) in the beginning, then increases at diminishing rate (concave shape) and after a level of output 
ultimately falls.

		Assumption of the law : State of technology is given, Homogeneous units of variable factors, factors 
of production are not perfect substitutes, there is short period of operation, one factor is variable and 
others are fixed.

		Three stages of production : 
(i) Stage of increasing returns to a factor (When MP is increasing)
(ii) Stage of diminishing returns to a factor (When MP is decreasing)
(iii) Stage of negative returns to a factor (When MP is negative)

		Causes of law of variable proportions  : 
• Fixity of the factors : Imperfect factor substitutability.
• Poor coordination between the factors.
• Postponement of law of variable proportion is possible only through new technology. When some 

substitute of fixed factor is discovered.
		Important reasons or causes for the operation of increasing returns : 

(a) Proper utilization of the fixed factor : 
   (i) In the initial stage of production the units of variable input i.e., labour is so less that fixed inputs 

cannot be effectively utilized.
   (ii) Proper utilization of the fixed factor can be attained when more and more units of variable factor 

(labour units) are applied to the fixed factor (land), the fixed factor will be used intensively and 
output will increase rapidly.

  (b) Indivisibility of fixed factor : 
   (i) Indivisibility of fixed factor means that due to technological requirements a minimum amount 

of fixed factor must be employed, whatever the level of output, i.e., fixed factor cannot be 
divided into smaller units.

   (ii) Thus, as more units of variable factors are employed with an indivisible fixed factor, output 
increases due to fuller and more effective utilization of the fixed factor.

  (c) Specialization and division of labour : 
   (i) Initially there was only one labour working on all the 5 acres of land ploughing, watering, etc.
   (ii) As the number of labour units increases, each worker specialized in a particular activity leads to 

specialization of the variable units and this resulted in increased output.
		Reasons for diminishing returns :
  (a) The non-optimal combination of variable factor with the fixed factor : 
   (i)  When a given quantity of a fixed factor is combined with more and more units of variable 

factor, the additional units of variable factor will have smaller and smaller quantity of fixed 
factor to work with them.

   (ii)  As many workers share the same fixed factor, the share of each would obviously fall. Therefore, 
the cooperation of the fixed factor is not available to the same extent. Thus, an increase in the 
variable factor would add less and less to total output.

  (b) Imperfect Substitutes : 
   (i)  Diminishing return to factor occurs because variable factor and fixed factor are imperfect 

substitutes to each other.
   (ii)  Technically speaking, there is a limit to which variable factor can be applied to fixed factor and 

that limit depends upon the efficiency of fixed factor. So, variable factor and fixed factor are 
imperfect substitutes to each other.

		Reasons for Negative returns:
  (a) Scarcity of Fixed Factor : 
   (i) During a short period, there is a limitation that we cannot change the fixed factor.
   (ii)  So, variable factor can be changed upto a certain limit and that limit depends upon the efficiency 

of fixed factor. If we cross that limit, the total product starts falling.
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(b) Efficiency of Variable Factor Fall :
 (i)  In this stage the amount of variable factor becomes excessive relative to the fixed factor. This 

happens when too many Labour are engaged in cultivating on a given piece of land.
 (ii)  Instead of helping each other in production they cause overcrowding and chaos and thus 

hamper each other’s work. In such a case, the contribution of additional labour to production 
is bound to be negative.

 (iii) Thus, the marginal returns become negative and the total returns start diminishing.
(c) Efficiency of Fixed Factor Fall : 
 (i) Too much of a variable factors may also lead to the inefficiency of the fixed factor as well.
 (ii)  In case of machine, which is a fixed factor, too much of labour may cause lot of wear and tear 

of machinery, frequent breakdowns and excessive cost of maintenance. This is bound to affect 
total production adversely.

 (iii)  In such a situation it is advisable to reduce the units of the variable factor than to increase it 
with a view for getting maximum production.

		Relationship between TP and MP :
• When MP increases TP increases at increasing rate.
• When MP decreases but remains positive, TP increases at diminishing rate
• When MP becomes zero, TP reaches at its maximum.
• When MP becomes negative, TP starts declining.

Units of Labour stages of Law
of Variable Proportion 							
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		Relationship between AP and MP : 
• AP increases so long as MP>AP
• AP is maximum when AP=MP
• AP decreases when MP < AP
• MP may be zero or negative but AP continues to be positive.

Chapter 7: Cost and Revenue

		Cost : The expenditure incurred on inputs (raw material, factors of production) to produce a commodity 
is called cost of production.

		Explicit costs : Actual money expenses incurred on purchasing and hiring inputs in the production of 
a commodity. E.g.; rent, wages, etc.

		Implicit cost : These are costs of owner’s self employed or self-owned resources. E.g. : rent of owners 
own building.

		Money cost : Amount spent in terms of money for the production and sale of a commodity, by a firm. 
Eg : wages, interest, etc.
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		Real cost : Refers to the efforts, sacrifices, inconveniences, discomforts, pains suffered by factor owners 

while supplying factors of production.

		Economic cost = Implicit cost + explicit cost.

		Short Run Cost : Cost function shows functional relationship between output and cost of production. 
It gives the least cost combination of inputs corresponding to different levels of output.

  Cost function is given as :

  C = f(X), where, C = Cost and X = Output

  Short Run costs are those in which some factors of production are fixed and others are variable. So, it is 
divided into two parts: (a) Fixed costs (b) Variable costs

		Total Fixed Cost (Supplement/Indirect/Overhead Cost) :  Fixed costs are those costs of production 
which do not change with a change in output. These are the costs incurred on fixed factors, like rent of 
land and building, interest, etc. These are unavoidable contractual costs.

		Total Variable Cost (Prime/Direct Cost) :  The cost incurred on variable factors of production is known 
as TVC. TVC = TC – TFC. TVC is very much related with the production and fluctuates with the 
fluctuation in production. In case of zero level of production, TVC would also be zero.

		Total Cost  : It is the sum total of all expenditures incurred by the producer in producing a given 
quantity of production.
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		Average cost  : AC is the cost per unit of output produced. AC = TC/Q.
		Average fixed cost  : It refers to the per unit fixed cost of production. AFC = TFC/Q
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Cost
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		Average variable cost  :  It is the per unit cost of the variable factors of production. AVC = TVC/Q
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		Marginal cost : It is the change in total cost by producing one more or one less unit of output. 

  MC = TCn – TCn–1

		Relationship between TFC, TVC and TC : 

• TC = TFC + TVC

• TC and TVC have the similar shapes, the only difference is that TVC starts from the origin.

• TC starts above the origin due to presence of TFC.

• TC and TVC remain parallel to each other.

		Relationship between TVC and MC : 

• When TVC rises at diminishing rate, MC decreases.

• When TVC rises at increasing rate, MC increases.

• When rate of increase in TVC stops diminishing MC is at its minimum point.

• TVC equal to sum total of MC or area under the MC curve is equal to TVC.

• TVC = ΣMC

		Relationship between AC, AVC, and MC : 

• AC, MC and AVC are ‘U’ shaped curves.

• When ATC and AVC fall, MC continues to be lower than ATC and AVC.

• MC cuts AVC, ATC at their minimum points.

• When ATC, AVC rises, MC is greater than AVC, AC.

• AVC and ATC curves do not intersect each other because the vertical distance between them is

 AFC which is always positive.
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		Relationship between TC and MC : 

• When Marginal Cost falls, Total Cost increases at a diminishing rate.

• When Marginal Cost is minimum (at point P), Total Cost is at its inflexion point (at point P1).

• When Marginal Cost rises, Total Cost increases at an increasing rate.
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		Relationship between Average Variable Cost and Marginal Cost :
• Both AVC and MC curve are U-shaped reflecting the law of Variable proportion.
• The minimum point of AVC curve (point b) will always occur to the right of the minimum point of 

MC curve (point a).
• When AVC is falling, MC is below AVC.
• When AVC is rising, MC is above AVC.
• When AVC is neither falling nor rising, MC = AVC (point b).
• There is a range over which AVC is falling and MC is rising. This range is between the v output 

levels Xa and Xb.
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		Revenue : Revenue of a firm is its sale receipts or money receipt from the sale of a product.
		Total Revenue : Total Revenue refers to the total amount of money receipts from sale of a given amount 

of output.
  TR = Price × Quantity sold
		Average Revenue : Revenue per unit of output sold
		AR = Price
  TR = Quantity × Price ...(1)

  
AR=

TR
Quantity  ...(2)

  Putting the value of equation (1) in equation (2)

  
AR

Quantity ice
Quantity

=
×Pr

  AR=Price
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		Marginal Revenue : Change in total revenue which results from the sale of an additional unit of output. 
MR = TRn − TRn–1

		A firm’s demand curve or price line is same as Average Revenue Curve.
		Relationship between TR and MR : 

• When MR increases, TR increases at increasing rate
• When MR decreases but remains positive, TR increases at diminishing rate.
• When MR is zero; TR is maximum.
• When MR becomes negative, TR decreases.

		Relationship between AR and MR : 
• AR increases as long as MR is higher than AR.
• AR is maximum and constant when MR = AR.
• AR falls when MR is less than AR.
• MR increases and decreases more rapidly than AR.
• MR can be negative or zero, but AR is always positive.

		Revenue curves under different markets :
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		Relationship Between Revenue Curves : 
  Case I : Relationship between Average Revenue and Marginal Revenue when Price is Constant.

•  When price remains the same at all output levels, the firm cannot influence the prevailing market 
price of the commodity. The price is given to it.

•  It can sell any amount of the commodity at this given price. Under such a case firm’s average 
and marginal revenue remains equal and their curves coincide as shown in given schedule and 
diagram:
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• It can be seen from the above schedule and diagram that price remains same and equal to MR at all 

levels of output. As the result of, demand curve (or AR curve) is perfectly elastic.
• When a firm is able to sell more output at the same price, then AR = MR at all levels of output.

  Case II: Relationship between Total Revenue and Marginal Revenue when Price is Constant.
• When price of the commodity is constant, then firms can sell any quantity of output at a given 

price.
• So, MR curve (and AR curve) is a horizontal straight line parallel to the X-axis. Since MR remains 

constant, TR also increases at a constant rate (see Schedule).
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• Due to this reason, the TR curve is a positively sloped straight line (see Figure). As TR is zero at zero 
level of output, the TR curve starts from the origin.

  Case III : Relationship between Average Revenue and Marginal Revenue when Price Falls
• When price falls, with rise in output, then AR falls, MR also falls but at a much faster rate. As a 

result, the revenue from every additional unit (i.e. MR) will be less than AR.
• As a result, both AR and MR curves slope downwards from left to right. This can be explained with 

the help of given Schedule and Figure:
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• In the above schedule, both MR and AR fall with increase in output. However, the fall in MR is 
double than that in AR, i.e., MR falls at a rate which is twice the rate of fall in AR. As a result, MR 
curve is steeper than the AR curve. When the AR curve is extended till point B, then MR curve cuts 
the X-axis exactly halfway between the point of origin (O) and point B, so that OA = AB.

  Case IV :  Relationship between Total Revenue and Marginal Revenue when Price Falls.

• When MR falls and remains positive, than total revenue increase at a diminishing rate.

 (a)  As per Schedule, till the 5th unit of output, MR falls but remains positive and, thus, TR 
increases at diminishing rate.

 (b)  In Figure, the TR curve increases at a diminishing rate (till point P) as long as MR is positive 
(till point P1).
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• When MR is zero, then TR is maximum and constant.

 (i) As per Schedule, at the 6th unit, MR is zero and TR is at its maximum and constant.

 (ii) In Figure, when MR is zero (point P1), Total Revenue reaches its highest point (point P).

• When MR is negative, then TR falls.

 (i)  As per Schedule, after 6th unit, MR not only falls, but also becomes negative due to which TR 
starts declining.

 (ii) In Figure when MR becomes negative (after point P1), then Total Revenue Falls (after point P).
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Chapter 8 : Main Market Forms

		Market : It may be defined as an arrangement of establishing effective relationship between buyers and 
sellers of the commodity.

		Different components of market are:

(i) Commodity to be bought and sold.

(ii) Buyers and sellers of the commodity.

(iii) Area or place where buyers and sellers meet.

(iv) Close contact between buyers and sellers.

		Forms of Market

  There are two main forms of market:

(i) Perfect competition

(ii) Imperfect competition

		Imperfect competition includes:

(a) Monopoly

(b) Monopolistic competition

(c) Oligopoly

		Perfect competition : It is a form of market in which there are very large number of buyers and sellers 
of a homogeneous product. Price is determined by the market forces of the supply and demand. An 
individual firm is a price taker.

		It is a form of market characterised by : (a) Large number of buyers and sellers (b) Homogeneous 
products, (c) Uniform price, (d) Firm is the price taker, (e) Free entry & exit of firms, (g) Perfect knowledge 
of market conditions, (h) Perfect mobility of factors of production, (i) Demand curve is perfectly elastic, 
(j) Absence of selling cost and transportation cost, (k) Firm earn normal profits in long run, (l) AR = MR

		Imperfect Competition :  It is a form of market structure showing some but not all features of competitive 
market.

		Monopoly : It refers to a market structure which has (a) Single seller or firm and large number of 
buyers, (b) No close substitutes, (c) Restriction on entry of new firms, (d) Firm has full control over price, 
(e) Price discrimination, (f) Negatively sloping demand curve having inelastic demand, (g) AR > MR, 
(h) Supernormal profits in long-run.

		Oligopoly : It refers to a market which has (a) a few firms, (b) interdependence of decision-making,  
(c) restriction or barriers to the entry of firms, (d) non-price competition, (e) price rigidity, (f) indeterminate 
demand curve, (g) very high selling cost, (h) formation of cartels, (i) AR > MR

		Monopolistic competition : It refers to the market condition in which there is (a) a large number 
of buyers and sellers, (b) heterogeneous products, (c) firm is the price maker, (d) price not uniform,  
(e) no absolute freedom of entry or exit of firms, (f) lack of perfect knowledge, (g) imperfect mobility, 
(h) selling cost is very significant, (i) firms demand curve is relatively more elastic, (j) demand curve is 
negatively sloped with AR > MR, (k) normal profits in long-run.

		Monopsony : It refers to a market which has (a) single buyer, (b) large number of sellers, (c) specialised 
product or input, (d) lack of mobility, firm is the price-maker in this form of market.




