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6. Role of Government: Governments often play a crucial role in addressing scarcity by

implementing policies w regulate resource allocation, ensure faimess, and meet societal needs.
Thus, scarcity drives the central economic problem by necessitating choices, introducing opportunity
costs, and requiring efticient resource allocation to address the persistent challenge of meeting
unlimited human wants with limited resources.

UNIT2: BIICROECONOMICSY (13 351+ 524 Mafis

Martkect and Revenue Curves
¢ Define market in economics. (1 Mark)
Answer: Markci s defined as a plattform for exchanging goods and services in the mood of onhne and

offline networks. There are generally perfect competition and unperfect competition market structures
in the economy.

7 What is perfect competition market? (1 Mark)
Answer: Perfect compention market is a market structure of economy where more number of buyers
and sellers are able 10 exchange homogencous g)nods and scrvices at the prnce determined by market
forces demand and supplv. \Jo Avor g(-,(-l‘q oY\ (DSt
”w 3. What iswaenapely muvket? (1 Miark)
Answer: In monapoly, 'mono’ means single and 'poly’ micans sctler. So, monopoly market 1s @ markci
structure of econe mv where single seller and more numbers of buvers exist and exchange no close .
substitute producs at the prices set by monopolst.
4. Define shigopoiy market structure. {1 Mark) B
U Answer Ohigepoiy is the market structure in which only a few scliers have conwtol over the price o1
product tn the nuarkct and scil cither close subsutute or aitferennated geods. There are pure chgopoh
and differentiaice chigopoly markets.
v of
oV
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MOY\OPD\g = [—\ ™ay I-<(“}‘ ‘:‘;{Yu{‘}.’u‘,’o .{\“a{ COY\’{;{;\”S Q,‘, ) :4\1\1'6 Awev
Oy (ondu(‘e\( g 'a%e) C/OOSP 5(1\0‘-3\) ;\.1\, "{(\) J -

1

: Scanned with !
i & CamScanner’;


https://v3.camscanner.com/user/download

Whalt is revenue? (1 Mark)
Answer: Revenue is the income eamed by a seller from the sale of product at any particular nme
Total revenue (TR = P x Q), marginal revenue (MR = TRo-TRa-1) and average revenue (AR= —) are
almost calculated in economics.

efine marginal revenue. (1 Mark)

Answer Marginal revenue is the additional revenue in total revenue due to the sale of one more unit of
the goods. It can be calculated as:
MR = TRa-TRaa
Where, _
MR= Marginal Revenue,
TR.= Total Revenue of n unit of goods sold,
TRa1=Total Revenue of n-1% unit of goods sold. .

It can be alternatively calculated as -

ATR

MR = 5

Where, ATR= TR;-TR AQ= QI -Q
TR;= New TR

TR = Initial TR
Q1 = New Quannity Sold
Q = Initial Quantity Sold

7. Explain the features of perfect competition market. (5 marks)
Answer: The features of perfect competition market can be explained as:

a. Large number of buyers and sellers: In perfect competition, there are large number of buyers
‘andsellers in the market. The individual firm as buyerand seller is simply a price taker.

b. Product homogeneity: All products are perfectly samc in terms of size. shape. taste, color,
ingredients, quahty, trademarks, etc. It ensures the existence of single price in the marke:.

¢. Free entry and exit of the firms: Firms can freely enter or exit the market without facing
stgnificant barriers. This condition ensures that new firms can easily participate in the market. It
ensures the existence of normal profit in perfect competition.

d. No government restrictions: In perfect competition, there is no government intervention in the
form ol taxes, subsidics, licensing policy, control over the supply of raw matcrals, price, supply
ctc.

e. Perfect knowledge: In the perfect competition market, both the buyers and the scllers have
perfect knowledge about the products and the price in the markets deternuned by the market

forces.
.

8. Explain the features of monopoly market. (5 marks)
Answer: The features of monopoly market can be explaned as:
a. Single Seller: A monopoly exists when there is only ane seller or producer i the market.
controlling the entire supply ot i particular product or service.
b. Unique Product: The monopolist typically offers a unique product or service with no close
substitates, giving it o sipmficant degree of market power.
¢. No free entry or exit to other firms: The entry and exit of the firm are restricied. Hence,
monopolist has full control vver the supply of the praduct. Legal restnictions, prevent other
fone rom entenng the marketand competing,

Scanned with

CamScanner“é


https://v3.camscanner.com/user/download

€.

Price Maker: The monopolist has the powcr to sct the price for its product or service due to its
control over the entire market. It adopts its independent pricé policy for the profit
maximization.

Limited Consamer Choice: Consumers have limited choices as there 1s only one provider for
the particular product or service.

Maximization of Profit: The monopolist aims to maximize profit by determining the output
level where marginal cost equals marginal revenue.

Lack of Perfect Information: Consumers may have limited information about alternatives
since theére is only one supplier, reducing the competitive pressure for transparency.

9.  Answer the following questions based on the given table. (5 Marks)
\ Units of ‘ Amount in rupees
sold goods | Price(P) | TR “ AR MR
A R S ‘
1 10
2 10 b M
'3 10 o T
14 10 S
a. Complete the given table. S
b. Draw the total revenue (TR) curve, average revenue (AR) curve and marginal revenue (MR)
curve.
c. Explain the relationship among TR. AR and MR
d. Identify the market and justify.

Solution: a. Calculation of Revenues

)

&urdw:

Sy

Units o{' Amount in rupees

goodz. Pmc (P) Tot 1l Rcvcnug Average Revenue M:i;giﬁzlll—cm:‘ '

sold (Q) = PxQ AR =TR/Q | g = A1

10 | 0, —l_(Yl;l.(f T 10001 6'—"]() {—1

10 12012=10 20-10/2 . \
BT 3 30/3= 10 £ 30-20/3-2= 10 ‘_ |

10 10«4=40 | 40/4=10 40-30.:4-3 = 10
10 1025 50 r50/ﬁ~ 10 50405410 |

a.

)
Denvetion of the iotal n’vemu /TR) curve, average revenue (AR) curve and marginal revenue
(MR) curve
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10 Z
0
0 | 2 3 4 5 6 ‘,

Units of Goods Sold

b. The TR is the upward sloping total revenue curve. TR increases due to increase in units of
goods sold. AR and MR are average revenue and marginal revenue curves. They are parallel to
X-axis due to constant price at all units of goods sold.
c. ltis perfect competition market structure since the price remains constant at every level of
output and Price 1s equal to MR and AR.
10. Answer the following questions based on the given table. (5 Marks)

Units of goods | Price (P) TR AR MR ‘
sold (Q) (In Rs.) |
1 10

2 B B —7
3 — - B
4 1 T R I B a
IFSMH ” !'() < - N (O, _‘:‘_,_- -—
A e e }‘ ]

a Complete the given table and lden}lﬁ_) the market structure.
b.  Draw the total revenue (TR) curve, average revenue (AR) curve and marginal revenue (MR)
curve.
Explain the relationship among TR, AR and MR
Why MR curve lies below AR Curye? Give the reason.

e
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Solutions:
a. Calculation of Revenues

i

“Unitsof [ Price(®)  |TR=PxQ [AR=TRQ |pMp="R

goods sold (In Rs.) =Y MR | o s

Q : !

1 10 10 10 10 g

2 9 18 9 8 )

3 8 ~ 2 {8 6 ]
4 7 28 7 l4

5 6 , 30 6 2

6 5 30 5 0

T la =z - a7 T2 T .

Based on the above schedule, ii_iganonopoly structure of market. Since monopolist is price maker,
price decreases due to sale of more units of goods to maximize the profit.
b. Derivation of the total revenue (TR) curve, average revenue (AR) curve and marginal revenue
(MR) curve. ‘

20 /.f' -~ TR

\‘\ L
I o
) \7\"“ MR
)

T 2 4 Y

Units of Goods Sotd

c. TR is the upward sloping total revenue curve. TR increases due o increase in units of goods
sold. When TR curve is rising. AR and MR cunves are falling, when TR curve is maximum,
AR curve is falling but above zero and MR is zero even negative. When TR curve is falling,
AR 1s positive but the MR curve 1s negative.

d. Sincc monopolist is price maker, it decreases prices at every more units of goods sold whereas
MR s the revenue of additional umits of goods sold So, MR curves lies below AR curve in
monopoly market.
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Numerical Questions:

1. If total revenue from the sales of 20 units and 30 units
then find the marginal revenue. (1 Mark)

Solution: Here given,

Initial revenue (TR) = Rs. 5000,
New revenue (TR,) = Rs. 6000,
Initial quantity (Q) = 20 units,

New quantity (Q1) = 30 units,
Marginal revenue =?
We have

Marginal revenue (MR) = A—:g =

MR is Rs. 100.

TR1-TR _ 6000-5000 _ 1000 _

;)f goods are Rs. 5000 and Rs. 6000

Rs. 100

30-20 10

2. 1f the total revenue (TR) of a firm from sale of 10 chairs is Rs. 10000 then find the

average revenuc (AR). (1 Mark)
Solution: Given:

Total revenue (TR) = Rs. 1000,
Quantity sold (Q) = 10 chairs,

AR =?
We have,

= T_R = e—
Average revenue (AR) 2 o

. AR is rupees 1000

3. 1If a firm sells 5 units of goods at rupces 10 per unit then find the total revenue of the firm.

. (Mak)
Solution: Given
Price of per unit goods (P) = Rs. 10
Quantity of sold unit = 5 units

TR =?
We have
IR=PxQ=10> 5=Rs. 50
TR =Rs. 50
4.  If the revenue function is given by TK ~
marginal revenue at ) = 5. (5 marks)

Solution:
We have,
AR L

S0+ 50- Q2
AR =212

Q NP

When Q = 5, AR = ﬂ'———i’- 10
AR = H)a
Again

dTR
MR ;(} ( \\.r' [(])
MR - 488 -0 <20

1L
When Q< 5. MR = 8- 2757 -4
NR = -5

50+ 5Q — QF then find the average revenue and
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1. Deﬁne cost. (1 mark)

Answer: Cost refers to all sorts of monetary expenditures incurred by the production of goods or

services or rhade by the factors involved in the production process in the economy. There are explicit

cost, implicit cost, fixed cost, variable cost, ctc. )

fine short-run or long-run cost.

ort-run cost: it refers to the expenditures incurred on both fixed and variable factors of production

in short-run. It includes the fixed cost of land, buildings, and machinery while vanable cost of labor,

raw-matenal, etc. i

Long-run Cost: It refers to the expenses incurred for all vanable factors of production. It includes the

cost paid to land, labour, capital, and organization. In long, the cost for all the factors of production are

variable.

3. Define explicit cost. (1 mark)

Answer: Explicit cost is defined as the direct monetary payment to the factors involved in production
such as wages, rent, interest, profit, cost of raw-materials, utility bills which are recordcd in book
keeping system.

. What is implicit cost? (1 mark)
Answer: Implicit cost represents the opportunity costs of using resources owned by the individual or
firm, like the foregone income from sclf-employment or the interest income from using personal funds
for business which are not recorded in book keeping system.
5. Define fixed cost. (1 mark)
The cost incurred on fixed factors like land, bmldmgs machineries, interest on capital, salaries of
permanent staff, wear and tear of machines, insurance, taxes, etc. These costs do not change with the
change in the volume of production in short-run.
6. Define variable cost. (1 mark)
The expenditures made on variable factors like raw materials, wages of laborers, fuel. etc. is the
variable cost. This cost will increase with increase in production and decrease with a decrease in
production. At zero production, there is no variable cost.

7. Define marginil cost (MC). (1 mark)
Answer: Marginal cost (MC) is the additional cost in total cost due to the production of ene more unit
of cutput. It can be calculated as:

MC = (qur

Where: Alternatively. it can be calculated as:

dTC=TC, - TC, MC = TG, -TCin

dQ=Qi-Q Where,

TCi= New Tota! Cost TC, - Towl cost of n'™ output and
TC - Imtal Tow! Cost ’ TC 1+ Towlcostof (n-1yh output

Q= New Quantity
0 =X Quniy <0>«& (e
&b 0‘;@&&
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8. Definc total costs. (1 mark)
Answer: Total cost (TC) is the sum of total fixed cost (TFC) and total variable cost (TVC) in short
run. It can be calculated as: TC=TFC+TVC.
Where: TFC is total amount of expenditures made on fixed factors of production like land, building,
machinery, equipment, etc. It can be calculated as: TFC = TC - TVC
TVC = Total Vanable Cost which is the total amount of expenditure made on vanable factors of
production like cost of intenmediate goods, raw-matenals, fuel, labour, etc.
9. Define average costs. (1 mark) 3 ]
Answer: Average cost is per unit cost of output on an average. It is obtained by adding average
fixed cost (AFC) and average variable cost (AVC) or by dividing the total cost (TC) by the

number of outputs (Q). It can be calculated as:
TC p

AC = AFC+AVCor, AC = 5 »
Where: AFC = -T%c- or, AFC = AC - AVC

AVC= % or, AVC= AC - AFC

10. Why does Average Fixed Cost (AFC) decrease continuously? (1 mark)
Answer: Average fixed cost (AFC) decreases continuously in the short run because 1t is fixed
costs and remains constant at cvery level of production. As output (Q) increases, these fixed
costs are spread over a larger quantity of output which results decreasing AFC.
11. Explain the nature of total variable cost (TVC), total fixed cost (TFC), and total cost (TC)
with the help of schedule and diagram. (5 marks)
Answer: Total cost (TC) is the sum of total fixed cost (TFC) ard total variable cost (TVC) in short
run. TFC is total amount of expenditures made on fixed factors of production whereas Total
Variable Cost (TVC) is the total amount of expenditure made on vanable factors of production
like cost of intermediate goods, raw-materials, fuel, labour, ctc. The nature of TC. TFC and TVC
can be further explained with the help of schedule and diagram as:
Schedule for derivation of TC, TFC and TVC

‘l"Uini’l of Total Fixed Total Variable | Total Cost |
1 output (Q)  Cost (TC) Cost (I'VC)  (AFCHTVC) |
0 o0 0 | 60 w
£ 60 30 90 |
' 60 40 L 100
60 45 108
4 on) 55 R
IS 00 7S ) | 135
o 00 120 EC

i Scanned with !
i & CamScanner’;


https://v3.camscanner.com/user/download

In the table, the Total Fixed Cost is constant at all levels of output. The Total Variable Cost i increases
" withan mcrease in output. So, the Total Cost also increases with increase in output.

Flgure for TC, TFC and TVC curves

200 : S ' : In the diagram, costs and
180 ! ’ ' R » 1IC output are measured along
! . axes. The total fixed cost
160 § - - / {TFC) remains constant at
- 140 | // A all levels of output, while
55 - - ) 5 - - the total variable cost
. " o i (TVC) increases with
S 100 g A output but i zero at zero
20 2 output. The total cost
o (TC) curve is the sum of
B, - * * > ® JE TFC and TVC, starting
40 . from the same point as the
7(;‘ — average fixed cost and
- / increasing with output.
0
0 1 2 3 4 5 6 7

Quantity

12. Explain the relationship between average cost (AC) and marginal cost (MC). (5 marks)
Answer: The relation between short-run average cost (AC) and marginal cost (MC) can be
-explained with the help of a-diagramas:. ... ... .

1. In the beginning, both average and !” Sew

marginal costs fall, but the marginal cost falls
faster than average cost. '

2. Marginal cost reaches its minimum § ‘ e point
before average cost and marginal cost E " stansto
rise earlier than average cost. 5

3. Both average and marginal cost rise § s after
reaching their minimum points but the v;:' { rise in
marginal cost is faster than the rise in < ] average
cosl. %5 X

. Unit of Output
4. When average cost is minimum,

marginal cost is equal to average cost.

5. The marginal cost curve cuts the average cost curve at its minimum point from below.

6. Both average and marginal cost curves are U-shaped but marginal cost curve has a steeper
slope but average cost has a flatter slope.
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13. Why Sort-run Average Cost (SAC) curve is U-shaped? .
Answer: Short-run Average Cost (SAC) curve is U-shaped because of the following reasons:

' 1. Basis of average fixed cost (AFC): Initially, Average Cost (AC) falls due to decreasing
Average Fixed Cost (AFC) and declining Average Variable Cost (AVC). However, as AVC
starts rising and-surpasses the declining AFC, AC begins to rise, forming a U-shaped curve.

2. Basis of the law of variable proportions: The law of variable proportions states that .
combining a variable factor with a fixed factor initially leads to increasing production with
decreasing average costs. However, beyond the optimal combination, average costs rise due to
overutilization of fixed factors, resulting in a U-shaped average cost curve.

3. Invisibility of the factors; SAC curve is U-shaped due to initial internal economies from
indivisible fixed factors, resulting in cost reduction. Beyond an optimal output level,
diseconomies emerge, causing SAC to tise as production increases.

4. Basis of reserve capacity: The classical theory of cost ignores the reserve capacity which
results in the U-shaped of AC curve. U-shaped curve of AC shows that there is no reserve
capacity to meet the seasonal variation in demand in the modern cost theories.

5. Economies and diseconomies of scale: Low production levels benefit from economies of
scale, reducing average costs, but higher production may see diminishing scale advantages,

ing to inefficiencies and diseconomies, causing costs to rise.
1‘%6::;;:: the following table and answer the given questions. (8 marks)
~_t’  Output TC TVC TFC AFC AVC AC MC
Q)

) 60
90
100
105
115
135
180
a. Calculate TVC, TFC, AFC, AVC, AC and MC
b. Derive AFC, AVC, AC and MC curves

c. Explain the relationship between AC and MC

AW W] -] O

Solution,
a. Calculation of TVC, TFC, AFC, AVC, AC and MC
Output | TFC | TVC TC | AFC = TFC AVO= 2 | 5= xc MC=—A££
Q) =TC - TFC 7_‘3 KR ___”VQ Q
0 60 |0 Te0 | | -
I 60 |30 _Po i 60 30| 90 30
2 60 |40 1100 30 f N 'Eo”_m 50 10
3 60 |45 105 | 200 153 5
3 60 1s5s 11| 15| 1375 28.75 10
SndRN oo Tt N ool SR ! B S
5 60 75 135 12 15| 27 20
6. 60 1120 180 1 10 20 | 30 45

"~ At zero level of output, TFCL= TC and TEC = 60 and TFC remains constant at every level of output.
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20
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Costs
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30

20

10

WP

b. Derivation of AFC, AVC, AC_ and MC curves

The relationship between AC and MC can be listed as: ;
Initially, both AC and MC decrease, with MC decreasing faster than AC. )

. MC reaches its minimum before AC, and MC starts rising earlier than AC.

At the minimum point of AC, MC is equal to AC.
The MC curve intersects the AC curve from below at AC's minimum point.

Numerical Questions:
1. A firm produces 10 units of output where its total fixed cost is rupees 200, total variable cost
is rupees 400 and its total cost is rupees 600 then find AFC, AVC and AC.

Solution,

Q=10 umts

TFC =Rs. 200

TVC = Rs. 400

TC =Rs. 600

AFC =?

AVC =?

AC=?

We have,

AFC = TFC /Q=200/10 = Rs. 20
AVC=TVC/Q =400/10 = Rs. 40
AC=TC/Q = 600/10 = Rs. 60

n

2. If the cost of producing S units and 6 units of a commodity by a firm are Rs. 500 and Rs. 800
respectively then find marginai cost.

Solution:
Initial total cost (TC) = Rs. 500
New total cost (TC1) = Rs. 800
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Change in total cost (ATC) = TC1 - TC = 800 - 500 = Rs. 300
Initial output (Q) = 5 unit :
_ New output (Q;) = 6 unit
Change in output (AQ)= Q- Q=6- 5 = 1 unit
We have
MC= ATC/AQ= 300/1 = Rs. 300 .
3. Derive marginal cost function from the total cost ﬁmctlon, TC=20+Q +3Q?
Solution:
=20+ Q+3Q?
Marginal cost function (MC) = ?
We have

— 4To) .
MC a0 ,
_ 4(20 +Q +3Q2)
dQ
d(20) 420  dQ) d(Q) d(3Q2) = 6Q+1

Margmal cost ﬁmctlon is MC 6Q+1
4. Calculate the total fixed cost from the total cost fanction TC = 10 + 5Q — Q* + 3Q?
Solution
Total cost function, TC = 10 + 5Q - Q% + 3Q?
TVC="?
TFC= ?
We have 0
AtQ =8, TF'=TC
TFC = 10 +.5%x0 — 0% + 3x0?
TFC =10
~. TFC = 10 units.

5. The total cost function is TC =10 +3Q — Q2 + 2Q3. If Q = 5 then find TFC, AVC, AFC and
MC. (8 marks)
Solution,
TC = 10 + 3Q - Q? + 2Q* and TFC, AVC, AFC, MC =?
We have
TC=TFCatQ=0
TFC=10+3%x0-02+2x03 =10
TVC—TC TFC=10+3Q-Q*+2Q*-10=3Q-Q*+2Q}
AVC = _3Q-0%+12¢?
Q Q
AVC whenQ =5,

3x5-5242x53  15-25+ 250
AVC = = P

= =48
AFC when Q = 5,
We have, AFC = T—ZE =
MCatQ=5
MC = 909
dQ
_d(10+3Q- Q% +20?)
dQ

o
ey
s

. 18
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1.

2.

3.

4.

_4Q0) +d(3Q) +d(oz) + dee%
dQ 4Q ~ " dQ _dQ

=0+ 3-2Q +6Q*
=3 -2x5+ 6x5?
- 143
~ MC=Rs. 143 | _
~. TFC =Rs. 10, AVC = Rs. 48, AFC = Rs. 2 and MC = Rs. 143

Price and Output Determination
Define firm/ industry. -
Answer: A firm is the single unit of an industry producing ptoducts with the objective of proﬁt
maximization whereas an industry is the group of the firms which produces similar or identical
products.
Why does a monopolist generally earn supernormal profit?

Answer: A monopolist earns supernormal profits in a monopoly market because it has monopoly
power to control prices, no close substitute goods, barrier to entry other firms..As a result,
monopolist sets prices above production costs to maximize profit.

What are two conditions of equilibrium of a firm?

Answer: Firm gets equilibrium almost to maximize profit when it fulfills the following
conditions:

i. MR = MC: marginal cost should be equal to the marginal revenue

ii. Marginal cost curve should cut the marginal revenue curve from below.

What is meant by equilibrium of a firm or industry?

The equilibrium of firm is the situation in which the firm attains ‘maximum profit under marginal
revenue is equal to marginal cost, i.e. MR = MC.

Define short-ran and long-rin equilibrium of perfect competitive and monopoly firm.
Answer: In short-run, firm gets equilibrium either in normal profit, or abnormal profit or even in loss
and in long-run perfect competitive firm is equilibrium in normal profit whereas monopoly firm gets
equilibrium in abnormal profit due to the nature of each firms.

Differentiate between perfect competitive firm and a monopoly firm.

Difference between a perfect competitive firm and a monopoly firm.

K} _Market Power:

' 4. Barriers tb_énd';'}

; Basis of difference Perfect competitive firm Monopoly firm '|
| 1. Number of Firms: Al“Many small firms exist in perfect Only one e firm dominates the market |
| competition. in a monopoly. l,
' 2. Product | Products are identical with no The monopolist is the sole provider |
' Differentiation: | differentiation. with a unique product.

| Firms have no market Bower, they
| are price takers.

| No significant barriers to entry for
' new firms.

The monopolist has significant
market power and can set prices.

| High barriers to entry, limiting the

——— - —
. Price Setting: ' Firms cannot influence the market

price; as they are price taker.

“n

6. Profit:
| run, no supernormal profit.

"It can carn normal profit in the long

entry of new firms. |
The monupohst can set its own 1
price due to lack of competition.

1t can camn supemormal proﬁts in
the long run due to market control.
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7. Explain the equilibrium of the firm by usmg TR-TC approach under perfect
: compeﬂﬁvelmonopoly market.
Answer: Under TR - TC approach, firm gets equlhbnum during the breakeven points whcre TR=TC
and profit maximizes at TR > TC where Profit ()= TR - TC
It can be cleared with the help of diagram as:
Equilibrium of a firm under perfect competit_ion firm: Firm gets equilibrium when profit is
maximum when total revenue is more than total cost, i.e. TR > TC as presented in diagram as:

As shown in the diagram, TR increases with the
increase in output and slopes linearly upwards to
the nght. Stmilarly, Total cost also slopes non-
linearly S-shaped. The firm maximizes its profit
at OQ2 output where the distance between TR
and TC is the greatest. At a lower or higher level
of output than OQ2, the total profit is not
maximum. At levels of output lower than OQ1
and higher than OQ3, the firm is in loss as TC is
more than TR.

Equilibrinm of a firm under monopoly firm:
Firm gets equilibrium when profit is maximum when total revenue is more than total cost, 1. TR > TC
as presented in diagram as:

Cost and Revenue

Output

As shown in the diagram, TR and TC
increase with the increase in output
and slopes non-linearly upwards to the
- -1 - night. ‘The firm maximaizes its profit at -
0Q2 output where the distance
between TR and TC is the greatest. At
a lower or higher level of output than
0Q?2, the total profit is not maximum.
) At levels of output lower than OQl
A o and higher than OQ3, the firm is in
o loss as TC is more than TR.

. / ' @ N Orurput i

)
——
v

Cost and Revenue
™~
\\
3

8. Explain the equilibrium of the firm by using MR-MC approach under perfect
competitive/monopoly market.
Equilibrium of a firm under MR - MC Approach:
Perfect competitive and monopoly firm get equilibrium when the firms fulfill the following conditons.
1. MR = MC: marginal cost should be cqual to the marginal revenue
ii. Marginal cost curve should cut the marginal revenue curve from bejow.
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The equilibrium of a firms under MC=MR approach can be cleared with the help of following

diagrams as: . ’
Y Fi . .~ : ’ i !;
i@we 1: MR = MC wder Pesfect competition Figure 2: MR = MC under monopoly
‘MC
: | !
H b E MR o
<P ° »
=) g \_/ g ’
b3 o '
3 S | l .
1 ) e
) ! RV
L i .
o Q Q1 0 Q Q1
Output QUi

The above diagram 1 and diagram 2 show the equilibrium of firm under perfect competition and
monopoly firm respectively. Both firms fulfill the equilibrium conditions at point E. So, point E is the
point of maximum profit and OQ; is the equilibrium quantity and OP is the equilibrium price for the

both firms.

At any other units less than OQ1 output, the MC is less than MR. So long as MC is less than MR, it
will be profitable for the firm to produce more output till it reaches OQ. When the output reaches
beyond OQ1, the MC will be higher than MR and the firm will be in loss.

%iow is price and ;vutput determined under perfect coinpetition in short-run? (8 marks) !
Answer: Perfect competition market is a market structure where more numbers of buyers and sellers
- -- - are able to-exchange of homegeneous products at the price determined by-market forces. Under perfect - -
competitive market structure, the price and output are determined when industry and firm fulfill the
following equilibrium conditions as:

i. MR is equal to MC, it is necessary condition.

i. MC cuts MR and AC from below, it is sufficient condition.
1. MC cuts AC from below at AC's minimum point, it is efficient condition.
iv. Market demand and supply are equal and firms have no control over the price.

In the short-run, firms get equilibrium on the basis of nature of AC and AR when:
v If AR > AC, the firm eams supernormal profits.

v If AR = AC, the firm eams norroal profit.
v" If AR < AC, the firms bears loss.

The determination of price and output for perfect competition firm can be explained with the help of

diagram as:
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Equilibrium of industry: Figure A represents the equilibrium of industry. When demand curve DD
and supply curve SS are intersected at point E, OP level of price and OQ level of output are
determined. Each firm follaws OP level of price in perfect competitive market for their revenue and
cost for output. .

In the above diagram, output. and price, cost and revenue are measured along axes. AR, MR represents
average revenue and marginal revenue curves which are horizontal and parallel to x-axis due to
constant price. E is the equilibrium point where both the conditions for equilibrium are- fulfilled: i. MR
=MC, ii. MR is cut by MC from below.

Equilibriam of firms:

1. Condition of Abnormal profit: In Figure B, firm fulfills the eqmlﬂmum conditions and earns
abnormal profit when average revenue (AR) is greater than average cost (AC). Abnormal profit
is calculated here as: -

We have !
Profit=R-C
= OBEM - OASM
= ABES (TR> TC).
.. Abnormal profit earned by the firm is by ABES

2. Condition of Normal profit: In Figure C, firm fulfills the equilibrium conditions and earns
only normal profit. In this condition, firm can only operates its business. The firm earns
normal profit when average revenue (AR) is equal to average cost (AC). From the figure,
normal profit is calculated as:

We have
Profit=R-C
= OPEM - OPEM = 0: (TR = TC).
.. The normal profit earned by the firm is 0.

3. Condition of less: In Figure D, firm fulfills the equilibnium conditions and bears the loss. In
this condition; firm.can exist from industry. This condition may eccurs due to inefficiency of
factors of production, adverse situation of economy, etc. The firm bears loss when average
revenue (AR) is less than average cost (AC). From the figure, loss is calculated as:

We have

Profit=R - C
= OBEM - OASM =
=- ABES (TC > TR).

. Profit by -ABES means firm is bearing the loss by ABES.

1. How is price and output determined under perfect competition in long-run? (S Marks)
Answer: Long-run is the time period in which all the factors of production are variable. In the long
run, a firm will eam only normal profit under perfect competition. When the existing firms are earning
abnormal profit, new firms are attracted to enter the market (industry). This will increase the supply of
goods (demand remaining same) and hence reduce the profit to normal only. On the otherhand, when
the existing firms are incurring loss, some firms will leave the market/ industry. This will reduce the
supply of goods (demand remaining the same) and hence enable them to earn normal profit.
Conditions for equilibrium
The following conditions must be fulfilled in order to attain equilibrium in the long-run under
perfectly competitive industry and firm,

1. The quantity supplied and the quantity demanded should be equal.

2. Long-run marginal cost (LMC) should be equal to the marginal revenue (MR).
3. MR s cut by LMC from below.
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Long-run equilibrium of the firm and the mdustry can be explamed with the hclp of the diagram

as: S e

" In the diagram, industry is in
equilibrium at the point Eo where i
demand is equal to supply and OP
1evel of price and OQ level of 3
output are determined. The firm :
follows the OP level of price and |
gets equilibrium at point E where ! x

: e Ovtowt owmpt M
corve cuts MR curve frorsbelow. Coulram o ndusy  Equltum 1 F i ong
At point E, LAC is the tangent to : ’
AR that shows the firm is operating under normal profit. It can be calculated as:,

Here given: Revenue = Cost

Cont
B

Price | f

We have,
Profit = Revenue — Cost
- ME-ME=0

So, it is normal profit.

11. What is a monopoly? How are price and output determined under it?
Answer: Monopoly market is a market structure of economy where single seller and more buyers
exchange no close substitute products at the prices set by monopolist. A monopolist generally earns
super-normal (abnormal) profit in both short-run and long-run.
Under monopoly market structure, the price and output are detcrmmed when industry/firm fulfills the
following equilibrium conditions as:
i. MR is equal to MC, it is necessary condition.
_ii. MC.cuts MR and AC from below, it is sufficient condmon ge .
iii. MC cuts AC from below at AC’s minimum point, it is efficient condition.
iv. Firms have control over the pnce.
In the short-run, firms get equilibrium on the basis of nature of AC and AR when:
v If AR > AC, the firm cams supcrnormal profits.
v If AR = AC, the firm eams normal profit.
v If AR < AC, the firms bears loss.
The determination of price and output under monopoly market can be explained with the help of

diagram as:

P,CR BCR
R Finn B: Normal profit

Fum A Abnonnal profy

Price, Cost, Revenue

X

M Output

Output

[n the above diagram, output and pnce, cost and revenue are measured along axes. AR and MR
downward sloped curves represents average revenue and marginal revenue curves E s the equilibrium
point where both the conditions for equihbrium are fulfilled: 1. MR = MC, 1. MR is cut by MC from
below. There are three possibuities in the short-run equilibrium under monopoly explained below as.
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1. Condition of Abnormal profit: In Figure A, firm fulfills the equilibrium conditions and earns
abnormal profit when average revenue (AR) is greater than average cost (AC). Monopolist
almost tries to get equilibrium in abnormal profit ealculated here as: :

We have

Profit =R — C = ORTM - OPSM = PRTS (TR> TC)

So, the supernormal (abnormal) profit eamed by the firm = PRTS
. Abnormal profit-earned by the firm is-by PRTS _

2. Condition of Normal profit: In Figure B, firm fulfills the equilibrium ¢onditions and earns
only normal profit. In this condition, firm can only operates its business. The firm eamns
normal profit when average revenue (AR) is equal to average cost (AC). From the figure,

normal profit is calculated as:

We have ,

Profit =R - C=OPBM - OPBM = 0 (- TR = TC) :

.. The notfwal profit earned by the firm is 0. -

’

3. Condition of less: In Figure C, firm fulfills the equilibrium conditions and bears the loss. This
condition may occurs due to inefficiency of resources, adverse situation of economy, etc. The
firm bears loss when average revenue (AR) is less than average cost (AC). From the figure,
loss is calculated as:

We have: Profit=R — C=0OPRM - OKTM = - PKTR (TC > TR)
. Profit by -PKTR means firm is bearing the loss by PKTR.
12. Does a monopolist always carn abnormal profit? Give the reason. (1 mark)
Answer: No, a monopolist normally eams supernormal profit. But sometimes a monopolist may cam
only a normal profit or even incurs the losses in adverse situations of economy. Demand is very low
during economic depression, wars, natural calamities, spread of pandemics, inflation, deflation, etc.
and firm bears losses
13. How is price and ountput determined under perfect competition in long-run? (5 Marks)
Answer: In long-run monopolist has enough time to adjust the size of the plant and equipment. So it is
_ possible to maximize jts supernormal profit at the certain level of output. - -
Conditions for Equilibrium
In the long-run, the price and output are determined and the equilibrium position is maintained at that
point when the following conditions are fulfilled under monopoly:
i. Long-run marginal cost is cqual to marginal rcvenuc (LMC=MR), ncccssary condition
ii. LMC curve cuts the marginal revenue curve from below, sufficient condition
iii. LMC cuts LAC from below at LAC curve, efficient condition
The process of price and output determination (equilibrium position) under monopoly can be
graphically presented in the diagram as below:

3 T T

In the diagram, AR is the average revenue curve of a
monopoly firm. LAC and LMC are long-run average cost
and marginal cost curves. E is the equilibnium point
where MR is equal to MC and MR is cut by MC from
below and determined OP level of price and OQ level
quantity with the OC cost as long-run average cost of
production. As AR is greater than AC, the monopolist is
operating under abnormal profit equal to the shaded area
ABPC in the long-run ’

PrAce/C ot/ rvveme
—
i

Monopolist gets equilibrium in abnormal profit only in
long-run otherwise single owner may terminate the firm if it frequently bears losses. The abnonnal
profit can be calculated here as:
We have
Profit= R - C = OPBQ - OCAQ = ABPC (TR> TC)
- Supemormal (abnormal) profit earned by the firm = ABPC
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o Nnmencnl Questions:
1. Find the equilibrium level of output o_f a firm, ;{ MR is 42 and MC is 60— 20P. (1 mark)

Solution,

MR =42

MC =60 - 2Q?

Q="?

We have,

For equilibrium: MR = MC

42 =60 - 2Q?

2Q2 =18

Q=3 i’

Therefore, the equilibrium level of output is 3 units.
2. A firm's total revenue is Rs 20,000 its total cost is Rs. 25000 and its total fixed cost is Rs.
10,000. In this situation, does the firm exist in the business or rot? (1 mark)

Solution,

TR = Rs. 20000
TC = Rs. 25000
TFC = Rs. 10000
We know
TVC=TC-TFC
25000 -10000
=Rs. 15000

4

Since the total revenue is greater than total variable cost, so the firm exists in the business. .
" 3. The demand curve function is P= 50-20 while cost functwn isC=50+ 20-02. Find the

profit maximizing price, output and maximum profit. (5 marks)

Solution,

Given,

Demand function: P = 50 -2Q

Cost function: TC =50 +2Q - Q2
Price =17

Q=?

Profit="

We have,

TR=P xQ=(50-2Q) Q=50Q -2Q2

_ d(TR) _ d(50Q - 2Q2) _
MR = 20 m =50-4Q
d(TC) _ d(50 +2Q-Q2) _
MC == = 2-2Q

For equilibrium of firm, we have
MR =MC

50-4Q=2-2Q

6Q =48

Q = 8 units

For pnice
P=50-2Q=50-2x8=34

For profit
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Maximum Profit=TR - TC
=50Q -2Q2 ~ (50 +2Q — Q2)
=50Q-2Q2-50-2Q+Q2
=48Q-Q2-50
When Q=38 P
| =48x8-82-50
=384 -64-50
=384-114
=Rs. 270 )
Thus, profit - maximizing price is-Rs 34, output is 8 units and total profit is Rs. 270.
4. A firm's cost function and revenue function are TC = 20 + 20? and TR = 420 — (P then find
the MC and MR function and equilibrium level of price and output. (5 marks)

Solution, ‘

Cost function: TC =20 + 2Q?
Revenue function: TR = 42Q — Q?
MC function =?

MR function =7

Price P)="7?

Output (Q)="?

We have

MC = dg;c) = d(zo;-quZ) = 4Q, which is MC function.

MR = “g’:’ = 162 fQ' 92) _ 42 — 2Q, which is MR function.

For equilibrium of firm, we have

MR =MC

42-2Q=4Q

6Q =42

Q=7 units

When Q =7,

We have,
P=TR/Q=(42Q-Q?)/Q=42-Q=42-7= Rs.35
s MC function is 4Q, MR function is 42 — 20, Equilibrium price is Rs 35 and output is 7 units,
answers
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l What is factor pncmg" :

Answer: The factor pricing is the price pald to the factors of production like rent to the land, wages'

to labout, interest to capital and profit/loss to organization for their contribution in producnon

2. Define rent in economics. :

Answer: Rent refers to the payment recelved by owner for the use of factors of production. Chassical

view of rent states that rent is the price paid for the use of land to its owner whereas modern view

of rent states that rent is the payment made for any factor of production which is perfectly inelastic

in supply.

3. What is contract rent?
Answer:The rent paid by the tenant to the landlord for the use of land as dctermmed by the contract
between them is called contract rent. It may differ as per the quality of land.

4. Define economic rent.
Answer: Economic rent is defined as the excess amount paid by any factor of production of which the
supply is perfectly nelastic. It may defer as per the productivity of factors of production.

5. Define wage/ money wage.
Answer: Wage is the reward paid to the labourers for both physical and mental work. In other words, it
is the monetary payment made to the labourer for their physical or mental works. For example: if a
worker is paid by rupees 500 a day for his work, it is his/her money wage.

6. What is Real Wage?
Answer: Real wage is defined as the purchasing power of money wage. There is inverse relationship
between price level and real wage. It is determined by various extra facilities like bonus, medical,
cducational, transpartation, residential, uniform, insurance, pension, etc. - L S

7. Define interest in economics.
Answer: Interest is the price paid for the use of capital. In other words, it is the reward paid to capital
for its contribution in production.

8. What is gross interest? / How can it be calculated?

Answer: It is the total amount of interest received by the lender from the borrower of capital. It can

be calculated as:

Gross Interest = Net interest + insurance against the risk + cost of inconvenience for parting with

liquidity by the lendert cost of loan management made by the lender.

9. What in net interest? How can it be calculated?

Answer: It is the amount of money paid by the borrower to the lender for the use of capital only. It

is also known as pure interest. It can be calculated as:

Net interest = Gross inierest - insurance against the risk - cost of inconvenience for parting with

liquidity by the lender - cost of management made by the lender.
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10. Distinguish between contract rent and economic rent. (S marks)
Diﬂel ences between cobntract rent and economic rent

Basis of Contract rent | Economic rent

difference . S |

1. | Definition It is the fotal payment made to the | It is the part of contract rent which
: factor owner by the renter according | is paid to the owner for the use of

to their mutual agreement. factor.

2. | Constituents | It consists of economic rent. interest | It does not consist of any other

. on capital invested in a land like the | payments. -

building, fences. drainage, parking

zm

: slot.
3. | Source It can be obtained from all grades of | It cannot be obtaned from the
., land. marginal land. .,

4. | Changein = | The change in the price of the product | The change in the price of the
price does not affect the contract rent. product influences the economic

rent.

S. | Inclusionof | It is included in the price as it is | It is not included in the price
price and included in the cost of production. because it is not included in the
cost. cost of production.

6. | Determination | It depends on lhe demand and supply | It depends on the total product of

of land. the land.

y/Critically examine Ricardian Theory of Rent with diagram. (8 marks: if this question is
asked for 5 marks then list the criticisms in points only)
Or, y
'Rent is paid for the use of the original and indestructible power of the soil’. Explain
critically. .
Answer: RJcardJan Theory of Rent was propoundcd by classncal econoxmst Dawd Rlcardo As per h1m
"Rent is that portion of the produce of the earth which is paid to the landlord for the original and the
indestructible power of the soil”. Rent arises due to differences in the fertility of the soil.
The Ricardian theory of rent is based on the following assumptions:
1. Land is free gift of nature and its supply is fixed.
2. Land is graded by its fertility.
3. The land is cultivated and arises rent.
4. There is existence of marginal Jand.
5. Theory assumes long-run, perfect competition, closed economy, etc.
The Ricardian Theory of rent can be explained with the help of a schedule and example as below:

T

[ Grades of land | Total producion [Rentpaid | o
(Kg.) (Ke) In the schedule, four grades of land A, B, C and D are
A 100 100-40=60 ranked as high fertile to low fertile. A. B, C, D land
B 80 8040=40 are cultivated as their supply is fixed, rent arises due
[c 60 60-40=2¢ to their fertility power of soil also differ i.e 60 kg, 40
(D e 40-40=0 (No Rent) | kg, 20 kg and no rent respectively. Grade D land is

Marginal Land or No Rent Land due to no rent arises
by it. The above table can be shown in a diagram as below:
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In the diagram, grades of land and total production are measured
along axes. Under extensive cultivation, when one unit of capital
and labour is employed on A, B, C and D grades of land of g
. different fertilities, they eamns 60 kg, 40 kg, 20 kg and O kg of rent . 100 v

_ respectively. The vertical rectangles of shaded area is the amount f pos
of rent paid by each grade of land. Grade D land does not pay any - é -
‘rent and is called No rent Land or Marginal Land. £

- 2

20

Criticisms: The Ricardian Theory-of Rent is strongly criticized by

- modern economists as:
1. Indestructible power of the soil: Critics argue that fertility of the soil will decrease over ime due to
continuous cultivation and increases by using fertilizer.
2. Wrong ‘order of land cultivation: Critics argue that land cultivation is done in the order of
availability and accessibility of land but not in order of fertility of land.
3. The concept of rent has been narrowed and limited: Critics argue that rent arises not only from
land but from all factors which are limited and inelastic in supply.
4. Ignores the different uses of land: Critics say that besides cultivation, land can also be used for
other purposes like making houses, industries, growing forests, etc.
5. No existence of marginal land: In n:ahty, even if land is an inferior, it has to pay sm/ne rent, however
less it may be.
Despite all, Ricardian theory of rent is one of the most accepted and important theories of rent in
Economics. ’ ,
12. Critically explain the subsistence Theory of Wages/ Iron law of wages. (8 marks: if this
¥ question.is asked for 5 marks.then list the criticisms in points only) |
Answer: Subsistence theory of wage is first introduced by Quesnay and later devclopcd by David
Ricardo in 1817 AD. As per theory, the wages paid.to labourers will be just able to maintain the basic
necessities of life. This theory is based on the following assumptions:
Assumptions: '
1. Subsistence level of wage 1s paid to labour.
2. Homogeneity of labour are in the perfect competitive market.
3. There is no government intervention.
4. Itis classical theory based on Long-run, closed economy, full employment.
The subsistence theory is also called Iron law of wages. It can.be more cleared with the help of the
following cycle as:

4 ‘ﬁl High Wuges I R

l)vl s
m 1 nbo

Subsistence
Theory of
Wages

l'r-nﬁ-ril_v
pho

Explanation of theory: The subsistence
theory of wage states that the wages paid to
the workers remain at the subsistence level
of living of labour which maintains the
basic necessities of their life. In the above
cycle, wage rate increases to more than the
subsistence level, it will lead to the
increase in population as the increased
prospenity of labourers will encourage

them to produce more children. This will increase the supply of labourers leading to competition
among the workers for cmployment causing to a fall in the wage rate 1o the subsistence level.
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On the other hand, if the wage rate falls below the subsistence level, workers will be unable to

meet their basic needs resulting in malnutrition, starvation and deaths of workers. This will reduce the
supply of labourers leading to increase in wage rate to the subslstcnce level. Thus, in the long run the
wage rate will always remain at the subsistence level.

Criticisms of the theory: The subsistence theory of wages has been crmmzed on the following grmmds

- L.

The Iron Law of Wages: The theory is also known as the Iron Law of Wages because the wage
rate paid to labourers is equal to the subsistence level only which is fixed and rigid, just like an
iron. _ : - ’ . =
Based on the supply of labour only: The theory is based only on the supply of labour and

- completely ignores the demand of labourers. Under a free market economy, both demand and

supply of labourers are equally important to determine the wages of labourers.

A wrong concept of population growth:.In reality, when the living conditions of people
improve, they become more aware and produce a less number of children. Similarly, when the
wage rate decreases, the population will rather increase due to poverty. So, it is wrong concept
of population growth.

Exploiting tendency of the theory: The theory upholds exploitation of labourers as laboures
are paid wages equal to the subsistence level only. It has ignored the improvement in the
efficiency of labourers.

Discouraging Theory: The theory is discouraging to the laborers to improve their efficiency,
work hard and eam more.

13. Critically explain the wage fund theory. (8 marks: if this question is asked for 5 marks then
// list the criticisms in points only)
Answer: Wage fund theory was first developed by J.S Mill. As per him, a fixed proportion of the
capital of the counu'y should be kept in reserve for the payment of laborers is called the Wage fund.
The wage fund is dxvnded’by the total fitimber of Workers in the country and repay to the labouter it is

average wage rate. It can be calculated as:
AWR=2Z -
Where,

AWR= Average Wage Rate,

WF= Wage Fund and
NW= Number of Workers.

w

Assumptions: The wage fund theory is based on the following assumptions as:

i

VRN

The wage fund is set before the employment of workers.

The units of labour employed in work are homogenous.

Workers are paid wage equally. :

The wage is flexible to change the number of workers employed.

Money is regarded as the medium of exchange.

There inverse relationship between wage rate and number of workers where wage fund remains
constant.

The wage fund theory can be explained with the help of schedule and diagram as:

s Wage Fund
xzﬁe Fund | No. of Workers | wage rate = m
720000 [100 1200 ]
R A E—
Sooc0 40 Is0 —
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In the above table, wage fund remains constant by Rs. 20000 and wage rate decreases from 200 to 100
to SO rupees due to number of workers increases from 100 to 200 to 400 respectlvely
" Itcanbe cleared with the help of diagram as:

In the diagram, level of wage and number of workers
are measured along axes. a, b, ¢ are the combination
points of level of wage rate and number of workers
which have inverse relationship between them. It
means higher the number of worker, lower will be the
level of wage and vice-versa. It is due to fixed of wage
fund which is set before employment of workers. If the
labour union forces to increase the wage rate of one

Level of Wage

sector (say industry), the wage rate of another sector o L X
(say agriculture) decreases in short run and fixed © 50 100 10 200
nature of wage fund. Number of Workers

The wage fund of the country remains constant and the wage rate is determined by dividing this fund
by the number of labourers in the country.

Criticisms of Wage-Fund Theory: The Wage-Fund Theory 'has been criticized on the following
grounds:

1. Unscientific theory: The critics say that wage fund cannot remain constant as said by the
theory. Moreover, wages are paid from the national income and current production and not from
wage fund.

2. Ignores the efficiency and productivity of labourers: Critics say that average wage cannot
be possible in practice as it completely ignores the efficiency and productivity of labourers.

- Labourers-are paid wages according to their efficiency and productivity. e e

3. One sided and incomplete theory: The theory considers only supply side of labourers to
determine wage rate and ignores the demand of labourers. Thus it is a one- sided and incornplete
theory.

4. Ignores the influence of trade unions: Today the trade unions play a major role in the
determination of wages which the theory completely ignores.

5. Traditional in nature: Critics argue, in the modern productions, workers are employed first
and they are paid wages afierwards according to their efficiency and productivity.
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14. Distinguish between Gross Interest and Net Interest. (5 marks)
Answer: Differences between Gross Interest and Net-Interest are shown in the following table as:

‘Basis of »
difference Gross Interest - Net Interest
It is the total amount paid by a’ ’
borrower to the lender in return of .
o t}.le capital borrowed for a period of | j; i the price paid by a borrower to
Definition time. the lender only for the use of capital.
. It cz.m be calculated by summing up | 1 can be calculated by deducting
Calculation net interest and other charges. other charges from gross interest.
4 Dimension It is a broad concept. It is a narrow concepf. ’
Interest rate The rate of gross interest differs inthe | The rate of net interest remains
variation market. almost the same in the market.
‘ It is a practical concept which is Tt is purely a theoretical concept
Application applicable in real life. ‘ which has no practical application.
It is determined by several factors
besides demand for and supply of the It is determined by the demand for the
Determination capital. capital and supply of the capital.

15. Critically explain the Classical Theory of Interest. 8 marks: if this question is asked for S
marks then list the criticisms in points only)
Answer: The classical theory of interest was propounded by classical economists and later modified by
Marshall, Pigou and Taussig. As per theory, demand for capital and the supply of capital determine the
rate of interest. This theory is based on the following assumptions as:
1. Full employment of resources
2. There is negative relatlonshxp betwccn rate of mterest and demand for capnal )
There is positive relationship between rate of interest and supply of capital.
Saving depends upon capacity and willingness to save.
Money is the medium of exchange.
Level of income is given.
Marginal productivity of capital is diminishing.

N A WN

Determination of the rate of interest can be explained with the help of schedule as:

Rate of interest | Demand for capital | Supply of capital
6% 4000 2000

8% 3000 ‘ 3000

10%  [2000 4000

In the table, when rate of interest increases from 6% to 8% to 10% then the demand for capital decreases
from rupees 4000 to 3000 to 2000 and supply of capital increases from rupees 2000 to 3000 to 4000
respectively. When demand for capital and the supply of capital are equal by rupees 3000, the

cquilibrium rate of interest is determined by 8%. The above table can be represented in the following
diagram as: »
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In the diagram, the rate of imterest and | :
" "demand and supply of capital are measured | ¥ 5 i
along axes. Sx and Dx are supply of capital '~
and demand for capital curve intersected each |
at point E and the equilibrium rate of interest
is determined by 8%. Below the point E, there
is excess demnand for capital which will push -
up the rate of interest to the equilibrium rate.
Similarly, above the point E, there is excess

Rate of Interest in %

! I :
supply which will pull down the rate of I . [2000 4000 6009 x '
interest to the equilibrium rate. So, the 1 Dewpetoni Soppy Aot :
equilibrium rate of interest is determined where the demand for-capital and the supply of capltal are
equal. 2 .

I

Criticisms of the Classical Theory of Interest

The Classical Theory of Interest has been criticized especially by the modern economists as:

1. It is wrong to assume that factors of production are fully employed. In reality, there will be no full
employment of factors of productions.

2. Unlike this theory, saving depends on the level of income also and not on interest rates only. If income
is high, saving will also be high and if income is low saving will also be low.

3. Unlike the theory investment does not only depend on the interest rates. It depends also on the
efficiency of entrepreneurs and capital formation in the country.
4. The theory completely ignores the role of credit money such as credit cards, promissory notes, visa
card, etc. which play the major role to determine interest rate.

Qe

16. Critically explain the Risk Bearing Theory of Profit. (5 marks)

“The Risk Bearing Theory of Profit was propounded by Professor-Hawley, in.1907. According to him, . .
‘Profit is the reward for taking risk in business'. The higher is the risk in any business, higher will
be the profit and lower is the risk, the lower will be the profit. If there is no risk, there will be no profit.
Criticism to the Risk Bearing Theory of Profit
The major criticisms of the bearing theory are:

i. Profit arises not because of bearing risk as said by the theory but because of efficient management
and coordination of factors by the entrepreneurs.

ii. Profit is not the reward for bearing risk as said by the theory but rather the reward for avoiding
and reducing risk in business by efficient entrepreneurs.

iit. There is no direct relation betwcen risk and profit as said by the theory.

iv. Profit docs not arisc from all kinds of nisk as said by the theory. It arises only from unforesceable
risks which are not insured like changes in taste, fashion, habit of people, ncw discoveries, etc. It
does not anise from foreseen risk like thefi, fire, accidents which are insurable nisks as they are
not nsks at all.

17. Critically explain the Uncertainty Bearing Theory of Profit. (5 marks)
This theory was developed by Professor Knight, an Amenican economist in 1921.The Uncertainty
bearing theory of profit is the outcome of the criticisms of the Risk Bearing Theory of Profit. According
to Prof. Knight, profit is the reward f(or beanng uncertainties in business by enureprencurs. In other
words, there are uncertainties in business which the cntreprencurs bear. So for bearing the uncertainucs,
they eam a profit. Knight has divided the risks into two categones:
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