Economic Analysis (522)
First Assignment


Q.1 
Write one page comprehensive note on each of the following:

Ans.
Demand elasticity

Demand is the power to purchase a product coupled with willingness to purchase it.  The law of demand states that when the price of a good increases, the quantity demanded of it falls and vice versa.    The phenomenon of demand elasticity refers the level of change in quantity in response to change in price.  Economists define the demand elasticity as:


“The degree of responsiveness in the demand for a good to a change in its price.”


For example a person who has a lot of income, his demand will be less elastic while the low income person’s demand will be elastic.  So with demand elasticity we find about the impact of a price change on total revenue.  Demand is elastic if a price reduction increases total revenue.  Demand is inelastic if a price reduction decreases total revenue and in the unit elastic case, a price change has no effect on revenue.

Ans.
Demand forecasting

Demand which is the amount of a commodity that people are willing to buy over a given period of time and the law of demand states that if price of a commodity is raised, its demand will be lowered, other things being equal. Similarly, a decline in price will increase the demand for the good.  Demand forecasting refers to look into the future by using the estimated historical data for the purpose to determine the demand.  Under ordinary circumstances.  The forecasts do a fairly good job of illuminating the road ahead.  At other times, particularly when there are major policy changes, forecasting is a hazards.


Economics has a very powerful tool for explaining changes in the economic environment.  Theory of supply and demand shows how consumer preferences forecast consumer demand for commodities, while business costs are the foundation of the supply of commodities market price is determined making demand or supply curves.

Ans.
Supply elasticity

Supply is the quantity of out put brought for sale in the market at a certain price.  By elasticity of supply we mean that ratio at which supply changes due to change in price level.  So we can say that “the degree of change or responsiveness of the quantity supplied in relation to a change in price is called supply elasticity”.  The major factor influencing supply elasticity is the ease with which production in the industry can be increased.  If all inputs can be readily found at going market price, then out put can be greatly increased with little increase in price.  This would indicate that supply elasticity is relatively large.  Another important factor in supply elasticity is the time period under consideration.  A given change in price tends to have a larger effect on amount supplied as the time for suppliers to respond increases.

Ans.
Equilibrium of the firm

Equilibrium of a firm refers to the position when a firm produces such a quantity of output that to maximizes its total revenue and minimizes its total cost which in return leads to the firm maximizing its total profit and/or alternatively minimizes its total loss and attains a least cost combination of factors.


Equilibrium of firm under perfect competition


For the explanation of this approach, the following diagram is used:
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At point T on OZ’ level of output marginal cost = marginal revenue.  But this is not an equilibrium stage because MC is falling and it is cutting MR from above.  Therefore, if the firm stops production here, he will be losing out.  At point P on OZ level of output we see that MR = MC and the MC however cuts MR from below.  hence this is the firm as MC is higher than MR.

Ans.
Indifference curve


It is a graph drawn between number of units of two different goods, such that a given consumer is indifferent to the various combinations of the two goods represented by the curve.  


This technique was developed by the economist Vilfredo Pareto towards the end of nineteenth century. He argued that the consumers’ demand for a set of products could be analyzed without using the concept of utility theory, as in marginal utility analysis.


Opportunity cost

Opportunity cost means the value of the next best use or opportunity for an economic good, or the value of the sacrificed alternatives.


Opportunity cost is particularly useful for valuing non-marketed goods such as environment health or safety but analysis of these transaction is very crucial as value of these transactions are difficult to measure.


For example in the days of examinations students have very high opportunity cost for recreation because of high value of time of study for these days but after examinations they have low opportunity cost for time for recreation.

Break even analysis

Break even analysis indicates the point at which the company neither makes a profit nor suffers a loss.


Break even analysis determines at what level cost and revenue are in equilibrium.  The break even point which is the point where there is neither profit nor loss, obtained directly be mathematical computation, is usually presented in graphic form because it not only shows management the point at which neither a profit nor a loss occurs, but also indicates the possibilities associated with changes in costs and sales.


Break even analysis is generally accomplished with the aid of a break even chart because it is a compact readable reporting device.


Marginal revenue

Marginal revenue is the net revenue earned by selling the last unit of production.


Suppose a firm gets Rs. 100/- by selling ten books.  Sale increases from ten to eleven units and total revenue increases from Rs. 100/- to Rs. 109/-.  The addition of Rs. 9/- is known as marginal revenue.


So marginal revenue is the change in revenue that is generated by an additional unit of sales.  Marginal revenue can be either positive of negative.


Marginal revenue is positive when demand is elastic.  Marginal revenue is zero when demand is unit elastic and marginal revenue is negative when demand is inelastic.


Variable cost

As opposed to fixed cost, it varies with the level of output. It includes such costs as raw materials, labor etc. It is obtainable by subtracting fixed cost from total cost. The variable cost is directly proportional to the number of units produced, within a given range, i.e. it increases if more units are produced.


Variable cost begins at zero when quantity is zero.  It is the part of total costs that grows with out puts.  The jump in total costs between any two outputs is the same as the jump in variable cost.

Law of diminishing return

According to this law, the marginal output will gradually decrease as one input is increased, while other inputs are kept constant. In other words, the extra output generated due to additional input will keep on decreasing. For example, the marginal production due to addition of more raw materials would keep on decreasing while other inputs such as machinery, land, labor, etc. are kept constant.

Q.2
Define economic analysis? How does it help to take business decisions?

Ans.
Economics is a science which studies human behaviour as a relationship between ends (no limit to wants) and scarce means which have alternative uses.


Economics helps to analyze the economic problems of the people and therefore, paves a way for their solution.  According to the definition of economics, we can ascertain the available resources of a country for their optimum use in different sector of the economy so that a larger number of goods and services are produced.  This analytical approach can help to solve the economic problems of the people as far as possible.


Economic theory has two parts:


•
Micro Economics

Microeconomics is the branch of economics which deals with individual entities such as markets, firms, households etc. The tools and techniques of microeconomics help the managers in making more effective business decisions. For example, microeconomics tools are used to:


analyze supply and demand for a product in selected markets.


analyze consumer behavior by using such techniques as marginal utility analysis, and indifference curve analysis.


determine how maximum output can be produced from a given set of inputs, using a production function.


determine the optimum level of output (production) for a given product and market.


analyze and minimize the costs.


analyze competitive markets, so that an effective competitive strategy can be formulated.


analyze risk and uncertainty, and formulate appropriate strategies.


•
Macro Economics

Macro economics deals with the large aggregates of an economy with a view to focus the economy as a whole.  Through macro economics we analyze national income analysis, determination of aggregate level of employment, aggregate demand, aggregate supply, aggregate consumption, saving and investment, economic fluctuations, foreign trade, exchange rate determination, public finance, the problem of inflation, unemployment growth and development etc.


In my opinion, modern economic analysis is indeed equilibrium analysis. Economics deals with three basic questions, i.e. what, how, and for whom, as explained below.



What goods and services are to be produced, and in what quantities? Economics seeks to determine what combination of goods and services must be chosen for production, from among many different possibilities. Economics seeks to answer the questions such as how many cars should be produced? How many of a given food item should be produced? What luxury items should and should not be produced?



How these goods and services are produced? Economics seeks to determine how goods and services can be produced most efficiently, effectively, and economically, how costs can be minimized, how profits can be maximized. For example, energy can be generated from oil, from coal (thermal power), from water (hydral power), or from nuclear reactor (nuclear power); economics is used to determine which method of energy production should be used.



for whom the goods and services are produced? That is, how the national income is distributed among households. The society must decide whether the income will be equally distributed or there will be only a few rich people.


In a market economy, the market equilibrium provides answers to the above three questions, as explained below.



the first question, what goods are to be produced and in what quantities, is answered by the consumers’ purchasing behavior. The demand for a good dictates what its supply should be. If there is a difference in supply and demand (a state of non-equilibrium), the producers, who are driven by the desire to maximize profits, would tend to produce more or less until the state of equilibrium is achieved.



the next question, how goods are produced, is determined by the competition, and technology. The competition among producers leads them to use most cost-efficient ways of producing goods, so that profits can be maximized. If there were no competition, producers would not be worried about minimizing the cost. Modern economics seeks to determine equilibrium among various competitors. Technology also plays an important in reducing costs and determining how goods are produced. For example, programmed robots are being used in assembly lines of many factories, with the results of improved efficiency and reduced costs as compared to human workers.



the last question, for whom goods are produced, or who consumes how much, depends upon the supply and demand in factor markets. Factor markets determine factor prices such as wage rates, rents, interest rates, dividends etc. The distribution of income among a population is determined by amounts of factors owned and the factor prices. Again, economics seeks to determine equilibrium in the factor markets, i.e. supply and demand in the factor markets should balance each other.

Q3
What are the economic forces which determine equilibrium positions of a firm?  Discuss the four equilibrium positions of a firm under perfect competition?

Ans.
Equilibrium of firm


Equilibrium of a firm refers to the position when a firm produces such a quantity of output that to maximizes its total revenue and minimizes its total cost which in return leads to the firm maximizing its total profit and/or alternatively minimizes its total loss and attains a least cost combination of factors.


Equilibrium of firm under perfect competition


For the explanation of this approach, the following diagram is used:
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At point T on OZ’ level of output marginal cost = marginal revenue.  But this is not an equilibrium stage because MC is falling and it is cutting MR from above.  Therefore, if the firm stops production here, he will be losing out.  At point P on OZ level of output we see that MR = MC and the MC however cuts MR from below.  hence this is the firm as MC is higher than MR.


Four situation under perfect competition

Equilibrium of the firm with normal profit

From the following diagram we can see that average revenue = OP and that average cost is also = OP.  Therefore, AR = AC and the firm gets normal profit.


Total revenue = OQEP and total cost = OQEP, therefore, TR = TC (π = 0) and this also proves that only normal profit is obtained here.
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Equilibrium of firm with super normal profit

As explained in the  following diagram, supernormal profit exists when total revenue is greater than total cost or when average revenue is greater than average cost.  The average revenue is EQ(OR) at point E and average cost is LQ (OZ) at point L at given level of output OQ.  At point W, MC cuts MR from above, whereas at equilibrium MC should cut MR from below, as at point E.


At equilibrium point LQ(OZ) is the average cost and the average cost is EQ(OR) and total output is OQ.  Total Profit is total revenue - total cost i.e., OQER - OQLZ = ZLER.
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Equilibrium of firm with subnormal profit

In the following diagram at point of equilibrium E, average revenue is EQ and average cost is ZQ therefore, we can see that AC is higher than AR, total cost is OQZR and total revenue is OQEI therefore, total cost is identified by the shaded area (EZRI)
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Shut Down point


A firm is at a shut down point if the market price falls below the minimum point of average variable cost.  In the following diagram the firm is in equilibrium at point E with level of out put OZ and is earning normal profit.  At equilibrium point E’ the firm is gaining supernormal profit as AR > AC at given level of output OZ’ (AC=point W, AR = point E’).  At equilibrium point E”, the firm is suffering from loss as AC > AR and here the firm is only covering the variable cost i.e., OZ” E” P”. but the total fixed cost i.e., P”E”TP is not covered. TC=T.F.C. + T.V.C.  As it is only able to cover T.V.C. loss = T.F.C. i.e. P”E”FP.  Therefore, if the price falls anywhere below P” the firm would shut down as it is not even able to cover for the average variable cost.  This is known as the shut down point for the firm.
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Q.4
Make a comparison of the concepts of “utility” and “indifference” curve.

Ans.
The utility theory of demand states that people tend to maximize their utility, that is they choose those goods and services which they consider to be most satisfying. It is important to note that utility or usefulness of a good may be different for different people.


Marginal utility is defined as the utility or satisfaction derived from the last unit of a commodity acquired. The law of diminishing marginal utility states that the marginal utility declines as more and more of a good is consumed. Consider, for example, coke. The first bottle of coke will have the maximum utility for a consumer, but each successive bottle will have lesser and lesser utility, until the marginal utility will become practically zero when no more of coke is needed by the consumer.

Assumptions of Utility analysis

All units consumed are identical.


Consumption is continuous.


Units are of suitable amounts.


Tastes and fashions remain the same.


Income is constant.


Shortcomings

All of the assumptions stated above may not hold true in many practical examples, due to utility analysis fails. For example, if units are of very small amount, the utility analysis will not hold, because then the marginal utility will not diminish. Similarly, if taste or fashion changes, the marginal utility may increase instead of decreasing.


Indifference curve analysis is a technique used in analyzing consumer buying behavior, and determining demand for a given set of goods. This technique was developed by the economist Vilfredo Pareto towards the end of nineteenth century. He argued that the consumers’ demand for a set of products could be analyzed without using the concept of utility theory, as in marginal utility analysis.


An indifference curve is a graph drawn between number of units of two different goods, such that a given consumer is indifferent to the various combinations of the two goods represented by the curve. Suppose, for example, a consumer is indifferent to the following combinations of clothing and food items, i.e. he does not prefer any of the following combinations over any other.

	Combination
	Clothing
	Food

	A1
	1
	8

	A2
	2
	 6

	A3
	3
	5

	A4
	4
	4

	A5
	5
	3

	A6
	6
	2



Now if we plot a graph using the above data with clothing on the x-axis, and food on the y-axis, it will be called an indifference curve, and would appear as below:
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Similarly, we can form another set of such combinations B1, B2, B3,..... such that the consumer prefers situation Ai over Bi, or Bi over Ai, but is indifferent to each combination in the set B1, B2, B3,..... This will give us another indifference curve for the consumer.


The budget line: Suppose each clothing item costs Rs. 100, and each food item costs Rs. 40. Also suppose the consumer has a fixed budget of Rs. 400 to spend. Now, the consumer has to make a choice between the following combinations of clothing and food:

	Clothing
	Food
	Total

	0 (Rs. 0)
	10 (Rs. 400)
	Rs. 400

	1 (Rs. 100)
	7.5 (Rs. 300)
	Rs. 400

	2 (Rs. 200)
	5 (Rs. 200)
	Rs. 400

	3 (Rs. 300)
	2.5 (Rs. 100)
	Rs. 400

	4 (Rs. 400)
	0 (Rs. 0)
	Rs. 400



If we plot a graph between the clothing and food choices available to the consumer, we will get a straight line, called the budget line, as shown below:
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Comparison with marginal utility analysis


Indifference curve analysis is considered superior to the marginal utility analysis because of the following reason.


The indifference curve analysis is independent of the concept of utility. Since it is not possible to quantitatively measure utility of an ordinary good such as a pair of shoes, or a sandwich, therefore indifference curve analysis provides a better means of analyzing consumer demand, by eliminating the concept of utility. What is really important in indifference curve analysis is whether a consumer prefers certain quantities of goods more than others.

Q.5
Define production theory and discuss its importance for economic analysis.

Ans.
Production Theory

Fundamentals of production theory shows how firms transform inputs into desirable output and also helps to understand why productivity and living standard have risen over time and how firms manage their internal activities.


There are four factors i.e., Land, Labour, Capital and Organization, which are combined to produce a good or service and organized by the entrepreneur.


Land:  The natural resources that are available over which man has the power to dispose off and which may be used to yield an income, e.g. soil, mountains, forests, etc.  Their supply is fixed and they are gift of nature.  These have different characteristics in quality and its mobility is impossible.


Labour:  Any exertion of mind or body undergone partly or wholly with a view to some good other than the pleasure derived directly from the work, is called labour.  Basically labour is any form of mental or physical work done for the sake of, reward directed towards the production of goods and services.


Capital:  Capital is divided into two parts i.e., Capital in the real sense and capital in the money sense.  In the real sense capital consists of those goods which are used to produce more goods, e.g. machinery, building, etc.  Whereas in the money sense, capital is that part of income which is saved and borrowed for investment, e.g., loans from banks, etc.


Organization:  This is the main factor of the production process.  Without it, work cannot be initiated.  Entrepreneur is the one who combines the other factors i.e., land, labour and capital, to produce goods and services.  The basic functions are planning of business, suitable combination of the other factors, responsible for sale of products, faces uncertainties of future, efficient administration, responsible for profit and loss and distribution of rewards to the four factors.  There are different types of business organization, in which main are (i) sole proprietorship, (ii) partnership, and (iii) corporation. 


The production function is a process which tells us the maximum output that can be produced from a given set of inputs. For example, electricity generators of different capacities produce different amounts of electricity from different sets of inputs (each generator has its own production function). The factors which affect a production function are as below.

i)
The current state of technology: With modern tools, such as computers and electronic devices, productivity can be increased. For example, the area ploughed per day by a tractor would be more than that ploughed by using oxen. Similarly, distance covered by riding a car  would be much greater than that covered by walking in the same time period. Thus the current state of technology available affects the level of output, and hence the production function.

ii)
Better management of resources: If resources are poorly managed, the chances of their wastage and misuse would be more and the output level would be lowered. Better management of resources affects the production function and increases output level.

iii)
Information available: The better informed organizations can use the information to maximize their output levels.

iv)
Financial and other resources: The resources used as input to a production function also affect the level of output.
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